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DEPARTMENT  OF  AGRICULTURE 
Food  and  Nutrition  Service 
7  CFR  Part  250 

Food  Distribution  Program 

AGENCY:  Food  and  Nutrition  Service. 
USDA. 

ACBON:  Final  rule. 

summary:  This  final  rule  sets  forth 
revisions  to  the  requirements  which 
permit  distributing  agencies, 
subdistributing  agencies,  and  recipient 
agencies  to  employ  commercial  facilities 
to  process  USDA-donated  foods  by 
converting  them  into  different  end 
products  or  by  repackaging  them.  Hie 
provisions  prescribed  in  this  rule  'vill 
ensure  that  food  processors  pass  on 
maximum  benefits  of  donated  foods  to 
recipient  agencies  and  that  processing 
activities  are  conducted  in  a  manner 
which  maintains  maximum 
accountability  and  integrity  of  the 
donated  foods  provided  by  the  Food  and 
Nutrition  Service  (FNS). 
lEFFECTJVE  DATE:  August  14, 1981.. 

IFDR  FURTHER  INFORMAT90N  CONTACT: 
Gwena  Kay  Tibbits,  Chief,  Program 
Monitoring  and  Policy  Development 
Branch,  Food  Distribution  Division, 

Food  and  Nutrition  Service.  U.S. 
Department  of  Agriculture,  Washington. 
D.a  20250,  (202)  447-8386 
The  Final  Impact  Statement 
describing  the  options  considered  in 
developing  this  final  rule  and  the  impact 
of  implementing  each  option  are 
available  on  request  from  the  above 
named  individual. 

SUPPLEMENTARY  INFORMAnON:  FNS  has 
determined  that  this  action  meets  none 
of  the  criteria  listed  in  the  definition  of 
“major  rule"  in  Executive  Order  12291. 
While  the  value  of  the  USDA-donated 
foods  that  are  already  subject  to 
commercial  processing  under  previous 
regulations  exceeds  $100  million,  the 
effect  of  these  amendments  will  be  that 
schools  and  institutions  can  receive 
additional  and  more  varied  end 
products  costing  less  than  equivalent 
commercial  products.  In  addition,  while 
slight  increases  in  distributing  agencies’ 
costs  of  supervising  processing  activities 
may  result  fix)m  the  amendments.  State 
Administrative  Expense  funds,  provided 
in  accordance  with  section  7  of  the 
Child  Nutrition  Act  of  1966,  may  be  used 
to  assist  distributing  agencies  with  these 
cost  increases.  Further,  the  amendments 
will  result  in  increased  processing 
activities,  thereby  enhancing 
competition,  employment  innovation 
and  productivity. 


G.  William  Hoagland,  Administrator 
of  the  Food  and  Nutrition  Service  (FNS), 
has  determined  that  this  action  will  not 
have  a  significant  economic  impact  on  a 
substantial  number  of  small  entities.  The 
primary  purpose  of  these  rules  is  to 
improve  administration  of  the  Food 
Distribution  Program  by  (1)  increasing 
State  agency  monitoring  responsibilities, 
(2)  requiring  certification  and  inspection 
of  certain  end  products  and  (3) 
improving  accountability.  Increased 
costs  for  processors  should  be  minimal 
because  the  changes  required  by  this 
rule  are  cost  effective. 

State  agencies,  school  food  authorities 
and  commercial  processors  of  USDA- 
donated  foods  have  all  expressed 
concern  about  the  lack  of  detailed  and 
definitive  guidelines  concerning 
processing  contracts.  Therefore,  these 
final  rules  become  effective  immediately 
upon  publication  so  that  they  may  be 
implemented  as  early  as  possible  during 
the  school  year  which  begins  July  1. 

1981. 

The  information  collection 
requirements  contained  in  this  final  rule 
are  subject  to  review  under  the 
Paperwork  Reduction  Act  of  1980  and 
have  submitted  to  the  Office  of 
Management  and  Budget  (0MB).  They 
will  not  become  effective  until  OMB 
clearance  has  been  obtained. 

Introduction 

The  regulations  for  food  distribution 
permit  distributing  agencies, 
subdistributing  agencies,  and  recipient 
agencies  to  contract  with  commerial 
facilities  to  process  USDA-donated 
foods  into  different  end  products  or  by 
repackaging  them.  This  authority  has 
e^dsted  since  the  regulations  were  first 
issued  in  October  1956,  but  only  since 
the  early  1970’s  has  FNS  taken  an  active 
role  in  encouraging  donated-food 
processing  after  the  foods  have  been 
made  available  to  the  State  level.  The 
impetus  for  this  encouragement  came 
fi'om  changes  in  child  nutrition 
legislation  guaranteeing  a  designated 
level  of  commodity  assistance  based  on 
meals  served  within  each  State. 

As  the  supply  of  agricultural 
commodities  became  more  constant 
States  and  schools  saw  the  opportunity 
to  convert  donated  products  into  more 
convenient  or  table-ready  forms.  This 
change  has  helped  expand  donated-food 
use  firom  a  limited  number  of 
commodities  to  a  broader  array  of 
products  processed  fix)m  commodities. 
For  example,  a  quantity  of  donated  flour 
becomes  a  quantity  of  bread,  crackers, 
cookies,  pizzas,  and  of  many  other 
precooked  or  ready-to-serve  items. 

As  the  food  distribution  program  has 
taken  on  new  dimensions.  State 


agencies,  schools,  and  the  food  industry 
have  become  more  involved  in 
processing  activities.  As  of  July  1980,  41 
agencies  had  processing  contracts  with 
about  420  food  companies.  During 
school  year  1980,  the  value  of  school 
entitlements  for  donated  foods 
amounted  to  approximately  $707  million. 
In  addition  to  the  entitlements,  price- 
supported  foods  valued  at  nearly  $132 
million  were  donated  to  schools  in 
school  year  1980.  Section  416  foods  are 
particularly  suitable  for  processing. 

While  flour  is  probably  the  largest  single 
item  converted,  cheese  and  other  dairy 
items,  peanut  products;  oils,  meat  and 
poultry,  and  many  other  donated  foods, 
also  lend  themselves  to  processing.  FNS 
does  not  currently  have  any  available 
data  on  the  volume  of  donated  foods 
being  processed,  but  estimates  that  it 
may  be  as  much  as  20  percent  of  the 
total  amount  distributed. 

Processing  contracts  have  come  under 
close  scrutiny  as  a  result  of  a  national 
audit  conducted  in  fiscal  year  1978  by 
the  Department  of  Agriculture’s  Office 
of  the  Inspector  General  (OIG).  The 
audit,  which  was  requested  by  FNS, 
included  18  firms  doing  business  with  10 
State  agencies  in  5  of  the  7  FNS  Regions. 
OIG’s  report  of  its  comprehensive  audit 
was  released  on  March  29, 1979,  and 
revealed  significant  problems  in  the 
receipt,  use  and  disposition  of  donated 
foods  by  commercid  processors.  These 
regulations  reflect  FNS’s  desire  for 
stricter  contractual  provisions,  improved 
accountability,  increased  monitoring 
requirements,  and  overall  clarification 
of  processing  regulations. 

Analysis  of  Comments 

On  June  24. 1980,  FNS  published  a 
comprehensive  and  detailed  proposal 
concerning  the  processing  of  USDA- 
donated  foods  (45  FR  42303-42312).  FNS 
invited  careful  public  scrutiny  of  that 
proposal  and  encouraged  detailed 
written  criticism  and  comment.  A  total 
of  90  days  was  afforded  the  general 
public  in  which  it  could  comment  on  the 
proposed  rule.  A  total  of  155  comments 
was  received  by  FNS. 

In  addition  to  inviting  comments  on 
the  proposed  regulations,  several  on-site 
reviews  of  processing  plants  were 
conducted  by  FNS  in  conjunction  with 
the  Food  Safety  and  Quality  Service 
(Meat  Dairy,  and  Fnut  and  Vegetable 
Grading  Branches)  and  with  the  Federal 
Grain  Inspection  ^rvice.  'The  purpose  of 
the  reviews  was  to  determine  if  the 
requirements  outlined  in  the  proposed 
regulations  will  lead  to  the  desired 
accountability  for  which  they  were 
intended.  The  proposed  regulations 
were  discussed  at  various  meetings  with 


Federal  Register  /  Vol.  46,  No.  157  /  Friday,  August  14.  1981  /  Rules  and  Regulations 


41473 


representatives  from  the  FNS  Regional 
OfHces,  State  distributing  agencies,  and 
processing  companies. 

FNS  also  conducted  a  workshop  in 
which  representatives  from  various 
States.  Food  Safety  and  Quality  Service. 
Federal  Grain  Inspection  Service,  and 
FNS  Regional  Offices  participated.  The 
purpose  of  the  workshop  was  to  analyze 
conunents  received  concerning  the 
proposed  regulations. 

lliis  preamble  articulates  the  basis  for 
significant  changes  from  the  June  24, 

1980  proposal.  The  reasons  supporting 
the  provisions  of  the  June  24  proposal 
which  are  unchanged  by  the  final  rule 
were  carefully  examined  in  light  of  the 
comments  to  determine  the  continued 
applicability  of  each  justifrcation. 

Unless  otherwise  stated,  the  rationale 
contained  in  the  proposal  should  be 
regarded  as  the  basis  for  the  pertinent 
Hnal  rule.  Thus,  a  thorough 
understanding  of  the  grounds  for  the 
frnal  rule  requires  reference  to  the  June 
24, 1980  publication. 

Definitions 

Contract  Value  of  the  Donated  Foods. 
Section  250.14(b](2)  of  the  proposed 
regulations  defined  contract  value  of  the 
donated  foods  as  (i)  the  Department’s 
cost  of  acquiring  and  delivering  the 
donated  foods  to  be  processed  based  on 
the  most  recent  data  provided  by  the 
Department  on  the  date  a  processing 
contract  is  signed,  or  (ii)  the  processor’s 
documented  cost  of  purchasing  foods 
meeting  or  exceeding  the  donated  foods’ 
specifications  as  of  Aat  date  as 
determined  by  the  applicable  Federal 
acceptance  service  or  by  a  method 
acceptable  to  such  service. 

Eleven  comments  were  received 
concerning  the  definition  of  contract 
value  of  the  donated  foods.  The  value  of 
the  donated  foods  established  in  a 
contract  is  the  basis  for  crediting 
recipient  agencies  for  the  donated  food 
content  of  the  end  products  purchased 
under  a  processing  contract  or  for 
establishing  the  amount  to  be  paid  to  a 
contracting  agency  when  a  processor  is 
unable  to  return  donated  foods. 

Four  commenters  expressed  the 
opinion  that  only  the  USDA  value 
should  be  utilized  for  contract  purposes 
and  that  the  USDA  value  should  be 
published  and  provided  by  USDA  at 
least  quarterly  to  all  distributing 
agencies.  The  commenters  indicated 
that  any  reduction  in  value  of  the 
donated  foods  could  adversely  affect  the 
entitlement  figures  of  the  contracting 
agency.  The  commenters  also  believed 
that  by  .  requiring  processors  to  use  the 
USDA  value,  all  contracts  would  be 
negotiated  on  a  more  equitable  basis. 


Several  commenters'  were  opposed  to 
the  use  of  the  USDA  value  of  donated 
food  for  contract  purposes.  They  stated 
that  in  many  instances,  processors  can 
purchase  foods  meeting  or  exceeding  the 
donated  food  specification  at  a  lower 
price  than  the  USDA  purchase  price. 

’The  commenters  stated  that  by  requiring 
them  to  use  the  USDA  figure,  the  sale 
price  of  the  processed  items  would  be 
artificially  inflated  in  order  to 
accommodate  the  designated  figure. 

One  commenter  stated  that  the 
distributing  agency  of  a  State  may  not 
even  be  a  party  to  the  contract,  and 
requested  that  the  contracting  agency 
and  processor  negotiate  the  best  return 
value  for  the  donated  foods  supplied. 

Section  250.3  of  the  final  regulations 
defines  contract  value  of  the  donated 
foods  as:  (1)  the  Department’s  cost  of 
acquiring  and  delivering  the  donated 
foods  to  be  processed  based  on  the  most 
recent  data  provided  by  the  Department 
on  the  date  a  processing  contract  is 
signed,  or  (2)  the  processor’s  most  recent 
data  dociunenting  the  cost  of  purchased 
foods  meeting  or  exceeding  the  donated 
foods’  specifications  delivered  to  the 
processing  plant. 

This  revision  provides  the  processor 
with  two  methods  for  determining 
contract  value  of  the  donated  foods,  to 
be  approved  by  the  distributing  agency. 
However,  in  instances  when  the 
contract  value  of  donated  foods  is 
approved  at  a  lower  value  than  the 
Department’s  cost  of  acquiring  and 
delivering  such  foods  on  the  date  a 
processing  contract  is  signed  or 
subsequently  revised,  the  processor 
shall  be  required  to  maintain  records  to 
substantiate  the  lower  delivered  cost 
and  that  the  food  purchased  meets  or 
exceeds  the  donated  food  specifications. 
These  records  shall  be  maintained  for  a 
period  of  three  years.  FNS  may,  by 
written  notice,  require  longer  retention 
of  any  records  necessary  for  resolution 
of  an  audit  or  of  any  litigation. 

Distributor 

Section  250.14(b)(5)  of  the  proposed 
regulations  defined  distributor  as  a 
commercial  food  purveyor  or  handler 
who  is  independent  of  a  processor  and 
sells  end  products  to  recipient  agencies. 

Two  comments  were  received 
regarding  the  definition  of  a  distributor. 
Commenters  stated  that  the  definition  as 
worded  minimized  the  importance  of  the 
distributor’s  role  because  the  definition 
did  not  reflect  the  recordkeeping 
functions  of  the  distributor.  One 
commenter  requested  that  the  definition 
be  expanded  to  allow  a  distributor  to 
deliver  products  on  a  fee  for  service 
basis,  which  means  assessing  the 


recipient  agency  for  the  handling 
charges  of  the  delivery  only. 

In  Section  250.3  of  the  final 
regulations  the  definition  of  distributor 
has  been  expanded  to  reflect  more 
accurately  the  responsibility  of  the 
distributor  to  sell  and  bill  delivered  end 
products  to  recipient  agencies. 

Processor 

Processor  was  defined  under  Section 
250.14(b)(ll)  of  the  proposed  regulations 
as  a  commercial  or  institutional  facility, 
other  than  a  food  service  management 
company,  which  processes  or 
repackages  donated  foods. 

One  comment  was  received 
requesting  that  the  words  “institutional 
facility’’  be  removed  frnm  the  definition 
of  “processor”  so  that  public  and  private 
nonprofit  schools  and  institutions  which 
process  donated  foods  on  behalf  of 
other  recipient  agencies  would  not  be 
subject  to  the  same  stringent  provisions 
as  commercial  facilities.  Since  the 
proposed  regulations  did  not  intend  that 
such  noncommercial  processing  be 
affected  by  the  new  provisions,  the  term 
“or  institutional"  has  been  deleted  from 
the  definition  in  Section  250.3  of  the 
final  regulations.  This  will  permit 
institutions  to  continue  processing 
donated  foods  and  not  be  subject  to  the 
terms  and  conditions  of  the  processing 
provisions  set  forth  in  §  250.15(d}  of  the 
final  regulations. 

Processing  State  Plan  of  Operations 

Date  of  Submission  of  the  Processing 
State  Plan  of  Operations 

Section  250.14(c)  of  the  proposed 
regulations  required  submission  of  a 
Processing  State  Plan  of  Operations  by 
distributing  agencies  to  FNS  not  later 
than  May  15, 1981  and  not  later  than 
May  15  of  each  subsequent  fiscal  year. 
Approval  of  the  Processing  State  Man 
by  FNS  will  be  a  prerequisite  to 
distributing  agencies’  approval  of  any 
processing  £igreements. 

Seven  conunents  were  received 
expressing  concern  that  approval  of 
processing  contracts  could  be  delayed 
pending  submission  and  approval  of 
State  Plans  for  fiscal  year  1982.  Two 
commenters  were  definitely  opposed  to 
the  development  of  the  Processing 
component  of  the  State  Plan  until 
regulations  are  final.  One  commenter 
stated  that  the  State  Plan  should 
coincide  with  the  school  year  calendar 
instead  of  the  fiscal  year. 

FNS  has  decided  that  only  the 
Processing  Plan  of  Operations  will  be 
required  for  School  Year  1982.  There 
will  be  no  overall  State  Plan  for  Food 
Distribution  for  Fiscal  Year  1982.  -  ’ 
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Meanwhile,  the  Department  is  requiring 
under  §  250.6{w)  of  these  final 
regulations  that  a  Processing  Plan  of 
Operations  be  submitted  to  FNS  for 
approval  within  90  days  of  the 
publication  of  these  final  rules  and  by 
May  15  of  each  subsequent  year.  All 
references  to  the  processing  component 
of  the  State  Plan  in  the  proposed  rules 
have  been  revised  to  reflect  this  change 
in  the  final  rules.  Once  final  regulations 
are  published  requiring  the  submission 
of  a  State  Plan  of  Operations  for  Food 
Distribution,  the  Processing  Plan  of 
Operations  will  become  a  component  of 
the  State  Plan. 

As  a  result  of  ongoing  audits  of 
processing  activities,  numerous 
deficiencies  have  been  identified  which 
have  placed  FNS  under  scrutiny  by  the 
Office  of  the  Inspector  General  and 
Congress.  Hie  Processing  State  Plan  will 
provide  FNS  with  a  means  to  assess 
processing  activities  within  the  State. 

Since  numerous  deficiencies  in 
processing  are  still  being  identified,  FNS 
feels  that  it  is  imperative  to  implement 
the  Processing  Plan  of  Operations  as 
expeditiously  as  possible.  For  School 
Year  1982  State  distributing  agencies 
may  approve  contracts  prior  to  approval 
of  this  Plan  provided  that  the  terms  and 
conditions  of  the  contract  are  in 
compliance  with  §  250.15(d)  of  this  part. 
For  future  years,  since  the  majority  of 
processing  agreements  terminate  on 
June  30,  submission  and  approval  of 
State  Plans  should  not  result  in  delays  in 
contract  approvals.  If  Processing  Plans 
of  Operations  are  submitted  to  the 
Regional  Office  by  May  15,  and  the 
Regional  Office  approves  the  Plan  in  45 
days,  processing  contracts  may  be 
approved  beginning  July  1. 

Processing  Contract  Manual 

Section  250.14{c)(l)(iii)  of  the 
proposed  regulations  required  State 
distributing  agencies  to  develop  and 
provide  a  processing  manual  or  similar 
procedural  material  for  guidance  to 
contracting  agencies,  recipient  agencies 
and  processors  to  be  included  as  part  of 
the  State  Plan. 

Sixteen  comments  were  received 
expressing  a  desire  for  guidance  from 
FNS  in  developing  the  processing 
manual  which  was  required  in  the 
proposal.  Several  comments  strongly 
favored  developing  the  processing 
contract  manual  apart  ^m  the  State 
Plan,  so  that  changes  would  not  require 
amendments  to  the  Plan.  Three 
commenters  felt  that  the  requirement  for 
a  processing  manual  should  be 
eliminated. 

Due  to  the  time  constraints  placed  on 
the  State  distributing  agencies  for  the 
development  and  submission  of  the 


Processing  Plan  of  Operations.  FNS 
decided  to  delete  the  requirement  for 
submission  of  the  manual  as  part  of  the 
Plan.  Howrever.  the  State  distributing 
agency  must  develop  and  provide  a 
processing  manual  or  similar  procedural 
material  for  guidance  to  contracting 
agencies,  recipient  agencies  and 
processors.  This  guidance  material  will 
be  provided  to  processors  within  60 
days  of  approval  of  the  annual 
agreement  by  the  State  distributing 
agency  in  accordance  with  §  250.15(t). 
This  material  will  also  be  provided  to 
recipient  agencies  and  contracting 
agencies  within  60  days  of  approval  of 
the  annual  agreement  to  receive  donated 
commodities  by  the  State  distributing 
agency. 

Standard  Form  Contract 

State  distributing  agencies  were 
required  under  §  250,14(c)(l](ii]  of  the 
proposed  regulations  to  provide  a  copy 
of  the  standard  processing  contract[s) 
being  utilized  within  thft  State.  The 
standard  form  contracts  were  to  be 
submitted  as  part  of  the  Processing  Plan 
of  Operations. 

Three  commenters  recommended  that 
FNS  develop  a  standard  form  contract  to 
be  distributed  to  all  distributing 
agencies  outlining  minimum  contractual 
provisions  to  ensure  compliance  with 
the  regulations.  Several  commenters 
recommended  that  contracts  used  by 
recipient  agencies  contain  the  same 
provisions  as  those  contained  in  the 
State  contract(s). 

FNS  is  providing  guidelines  for 
minimum  contractual  requirements 
under  §  250.15(d]  of  the  final  regulations. 
In  order  to  permit  State  distributing 
agencies  and  recipient  agencies  to 
comply  with  applicable  State  and  local 
laws,  however,  the  final  regulations  do 
not  reflect  a  change  from  the  proposed 
regulations.  Flexibility  must  l^ 
mantained  in  order  to  accommodate  the 
specific  needs  of  the  individual  States. 

Monitoring 

State  distributing  agencies  would  be 
required  under  §  250.14{c)(l)(iv)  of  the 
proposed  regulations  to  include  as  part 
of  the  Processing  Plan  of  Operations  the 
manner  in  which  the  distributing  agency 
will  monitor  processing  activities. 

This  particular  section  of  the 
Processing  Plan  generated  many 
comments  of  concern.  While  the 
majority  of  the  commenters  favored  an 
increased  monitoring  requirement  for 
processing  activities,  they  requested 
specific  guidelines  from  FNS  to  help 
them  conduct  reviews  more  objectively. 
One  commenter  felt  that  FNS  should  be 
in  charge  of  monitming  all  processing 
activity,  with  the  States  having  no 


responsibility  for  this  fimction 
whatsoever.  Several  commenters 
recommended  that  FNS  monitor  the 
activities  of  multi-State  contracts  or 
allow  the  States  to  work  out  cooperative 
interstate  monitoring  activities  to 
eliminate  duplication  of  effort.  Another 
commenter  felt  that  the  Idea  of 
monitoring  requirement  was  a 
procedural  bmden  that  will  create 
hardships  for  the  States  as  well  as  the 
processors.  That  same  commenter 
stated  that  processing  would  be 
eliminated  if  all  the  new  requirements 
were  mandated. 

FNS  is  in  the  process  of  collecting 
data  to  determine  the  extent  of 
monitoring  of  processing  activities 
currently  taking  place.  By  examining 
forms  currently  used  by  distributing 
agencies,  a  suggested  review  format  will 
be  developed  for  distribution  to  the 
State  distributing  agencies  for  guidance 
in  conducting  reviews.  Plans  are  also 
underway  for  the  FNS  national  office  to 
coordinate  reviews  with  its  Regional 
Offices  of  processors  holding  multi-State 
agreements.  The  results  of  these  reviews 
will  be  distributed  to  all  appropriate 
parties  in  an  attempt  to  eliminate 
duplication  of  effort  among  contracting 
agencies. 

Section  250.15(b)(l)(iii)  of  the  final 
regulations  retains  the  requirement  for 
State  distributing  agencies  to  monitor 
processing  activities.  FNS  feels  that  it  is 
imperative  that  processing  activities  be 
monitored  so  that  deficiencies  can  be 
identified  and  corrected  on  an  ongoing 
basis.  Onsite  reviews  of  processing 
activities  provide  the  best  possible 
means  to  accomplish  this  monitoring. 

Requirements  for  Processing  Contracts 

Permissible  Contractual  Arrangements 

Section  250.14(d](l]  of  the  proposed 
regulations  permitted  the  State 
distributing  agency  to  contract  for 
processing,  pay  the  processing  fee  and 
deliver  the  end  products  to  recipient 
agencies  through  its  own  distribution 
system. 

Four  commenters  recommended  that 
such  a  fee  for  service  arrangement  be 
expanded  to  include  subdistributing 
agencies  and  recipient  agencies.  Those 
same  commenters  felt  that  the  fee 
arrangement  as  written  was  too 
restrictive.  They  believed  recipient 
agencies  should  be  able  to  make 
payments  directly  to  a  processor. 
Several  commenters  alro  indicated  that 
many  State  distributing  agencies  are 
funded  in  such  a  way  that  it  would  be 
impossible  to  pay  the  processing  fee  for 
an  entire  State. 
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The  proposed  regulations  were 
intended  to  permit  a  subdistributing 
agency  or  a  recipient  agency  to  enter 
into  processing  agreements  on  a  fee  for 
service  basis.  Clarifying  language  has, 
therefore,  been  added  in  §  250.15(c)(1)  of 
the  final  regulations. 

It  was  suggested  by  one  commenter 
that  the  processor  should  disclose  the 
base  price  of  end  products  (cost  of  end 
products  using  other  than  donated 
commodities)  to  the  distributing  agency 
to  allow  the  recipient  agencies  to< 
determine  the  processor’s  proHt  margin. 
Four  commenters  favored  the  processor 
listing  Free  on  Board  price  or 
distributors’  price  list  for  products  in  an 
area. 

The  final  regulations  do  not  require 
that  this  information  be  provided  for 
purposes  of  contract  approval.  To 
require  a  base  price  or  a  distributors’ 
price  list  for  a  specific  area  would  be 
detrimental  to  the  processing  program. 
FNS  has  been  informed  that  many 
processors  would  not  participate  in  the 
processing  program  if  required  to  furnish 
information  which  could  result  in  loss  of 
contracts  for  processors. 

One  commenter  was  in  favor  of 
requiring  bid  procedures  for  the 
procurement  of  processed  food  items. 

Because  USDA-donated  foods  are  not 
subject  to  the  provisions  of  Attachment 
O  of  0MB  Circular  A-102,  the 
regulations  do  not  require  competitive 
bidding,  but  neither  do  they  prohibit 
contracting  agencies  from  utilizing  such 
a  system  to  ensure  the  most  efficient 
and  economical  processing. 

A  commenter  asked  who  is 
responsible  for  contractual  compliance 
when  a  subdistributing  agency  or 
recipient  agency  enters  into  a  contract. 
One  commenter  felt  that  a  distributing 
agency  should  not  be  able  to  refuse  a 
processing  contract  to  any  processor. 
'This  commenter  said  that  if  a  recipient 
agency  wishes  to  enter  into  a  contract 
and  maintain  the  required  records,  the 
distributing  agency  should  have  nothing 
to  say  about  it. 

The  State  distributing  agency  is 
responsible  for  all  commodities 
delivered  for  the  State’s  use  and  must 
assure  that  all  processing  activities  are 
performed  in  compliance  with  the  final 
regulations;  therefore,  the  State 
distributing  agency  must  approve  all 
processing  agreements.  If  jhe  processor 
supplies  the  distributing  agency  with  all 
required  information  and  the  processed 
food  item  can  be  used  in  the  required 
child  nutrition  program  meal  patterns,  it 
is  anticipated  that  no  reasonable  request 
for  a  contract  would  be  denied. 
Therefore,  the  final  regulations  have  not 
been  revised  in  this  respect. 


Description  of  End  Products  Produced 

Proposed  §  250.14(e)(4)(ii)  required  the 
processor  to  furnish  a  description  of 
each  end  product  to  be  processed,  the 
quantity  of  each  donated  food,  and  the 
aggregate  quantity  of  all  other  foods 
needed  to  yield  a  specific  unit  of  each 
end  product,  including  all  conversion 
and  processing  loss  factors  pertaining  to 
the  donated  food(s). 

Six  commenters  recommended  that 
this  section  be  revised  to  require  a 
listing  of  all  other  ingredients  utilized  in 
the  production  of  a  specific  unit  of  end 
product  with  only  flavorings  and 
seasonings  listed  as  an  aggregate 
quantity,  as  currently  required  in 
§  250.6(m).  Based  on  the  comments 
received,  §  250.15(d)(4)(ii)  of  the  final 
regulations  requires  a  listing  of  all 
ingredients  utilized  in  a  specific  end 
product  with  only  flavorings  and 
seasonings  listed  as  an  aggregate  total. 
This  change  was  adopted  in  order  to 
assist  the  State  distributing  agencies  to 
evaluate  more  fully  and  approve  data 
submitted  on  a  price  and  yield  schedule, 
a  necessary  component  pf  any 
processing  contract. 

Subcontracting 

Section  250.14(e)(5)  of  the  proposed 
regulations  prohibited  the  processor 
from  assigning  the  processing  contract 
or  delegating  any  aspect  of  processing 
under  a  subcontract  or  other 
arrangement  without  the  written 
consent  of  the  contracting  agency  and 
the  distributing  agency. 

Subcontracting  is  standard  business 
procedure  in  which  a  processor  assigns 
or  delegates  any  portion  of  the 
manufacturing  process  to  another 
processor(s). 

There  were  mixed  comments  on 
whether  FNS  should  permit  the  use  of 
subcontracts  as  provided  for  in  the 
proposal.  One  commenter  recommended 
that  subcontracting  be  prohibited 
altogether  while  two  commenters 
recommended  that  these  provisions  be 
retained. 

The  use  of  subcontracts  will  be 
permitted  with  written  concurrence  from 
the  distributing  agency  in  accordance 
with  §  250.15(d)(5)  of  the  final 
regulations.  In  the  highly  technical  and 
specialized  food  industry,  it  is  often 
advantageous  to  have  one  manufacturer 
produce  a  component  of  an  end  product 
with  final  assembly  accomplished  by 
another  processor.  By  incorporating  the 
special  capabilities  of  each  processor,  a 
contracting  agency  can  provide  a  high 
quality  end  product  at  a  reasonable 
price  to  the  recipient  agencies. 


Agreement  Renewal 

Providing  that  contract  performance 
has  been  satisfactory,  f  2S0.14(eXl)  of 
the  proposed  regulations  permitb^  the 
renewd  of  contracts  for  additional 
periods  of  not  more  than  one  year  by 
mutual  agreement  of  all  parties  and 
upon  written  approval  by  the 
distributing  agency. 

Three  commenters  advised  that  in 
order  to  renew  a  processor’s  agreement 
for  a  one  year  period,  the  company  must 
have  performed  in  full  compliance  die 
previous  year.  Another  commenter 
requested  requiring  an  annual 
accounting  report  of  the  processor  by 
the  distributing  agency  at  the  close  of 
the  year. 

The  proposed  regulations  provided 
that  contracts  may  be  renewed  for 
additional  periods  of  not  more  than  one 
year  by  mutual  agreement  of  all  parties 
and  upon  written  approval  by  the 
distributing  agency,  provided  that 
contract  performance  has  been 
satisfactory. 

The  State  distributing  agency  is 
required  under  §  250.15(d)(1)  of  the  final 
relations  to  assess  the  processor’s 
performance  annually.  Such  an 
assessment  can  be  accomplished  by  any 
means  set  forth  by  the  distributing 
agency,  including  annual  accounting 
reports. 

Thus,  there  has  been  no  revision  to 
the  proposed  regulations  concerning 
agreement  renewal. 

Performance  Bonding 

The  processor  was  required  under 
§  250.14(e)(l)(viii)(B)  to  Ornish  to  the  - 
contracting  agency  prior  to  the  delivery 
of  any  donated  foods  for  processing  a 
performance  supply  and  surety  bond  or 
an  irrevocable  letter  of  credit  payable  in 
an  amount  acceptable  to  the  distributing 
agency. 

Tweny-seven  commenters  were 
opposed  to  the  requirement  for  bonding 
as  it  appeared  in  the  proposed 
regulations.  Nine  commenters  felt  that 
bonding  is  far  too  costly  a  means  of 
insurance  which  will  ultimately  drive 
the  cost  of  end  products  higher  for  all 
recipient  agencies.  It  was  also  pointed 
out  by  seven  commenters  that  it  is  very 
difficult  for  a  small  business  concern  to 
obtain  a  bond  and  requiring  one  would 
be  discriminatory  to  that  particular 
group  of  processors. 

One  commenter  felt  that  no  bond 
should  be  required  if  the  commodities 
provided  to  the  processor  are  valued  at 
less  than  $1,000.  Twelve  comments  were 
received  which  recommended  different 
types  of  bonding  depending  on  the 
volume  of  processing,  the  commodities 
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being  processed  and  the  nature  of  the 
end  products  being  produced.  One 
commenter  specified  that  the  minimum 
amount  of  a  bond  should  be  $25,000  and 
the  maximum  bond  request  be  valued  at 
$250,000.  The  majority  of  the 
commenters  recommended  the  use  of 
alternative  methods  of  insurance 
covering  the  value  of  the  donated  foods 
in  inventory  at  any  particular  time. 
Commenters  recommended  that 
alternative  means  of  bonding  should  be 
explained  by  FNS. 

Based  on  these  comments.  FNS  has 
included  in  $  250.15(d)(4Kviii)(B)  of  the 
Hnal  regulations  alternative  means  of 
insurance  that  may  be  utilized  or 
requested  by  a  distributing  agency  to 
protect  the  value  of  donated  foods 
supplied  to  processors.  The  distributing 
agency  %vill  be  held  liable  by  FNS  for 
any  donated  foods  provided  to  a 
processor. 

However,  FNS  recommends  the  use  of 
bonding  whenever  possible,  since  past 
experience  has  shown  this  widely  used  ^ 
practice  to  be  a  very  effective  means  of  ‘ 
protection  for  the  value  of  commodities. 

End  Products  Sold  by  Processors 

Listing  of  Recipient  Agencies 

Section  250.14(f)(3)  of  the  proposed 
regulations  required  a  distribute 
agency  to  provide  a  processor  with  a 
listing  of  all  recipient  agencies  eligible 
to  purchase  end  products  under  the 
contract. 

Two  commenters  felt  that  providing 
processors  with  a  list  of  all  recipient 
agencies  was  time-consuming  and 
costly.  It  was  recommended  that  lists 
need  only  be  furnished  upon  request  by 
a  particular  processor.  On  the  other 
hand,  one  commenter  felt  that  a  list  of 
all  recipient  agencies  should  be 
provided  to  aU  distributors  as  well  as  all 
processors. 

The  provision  remains  the  same  under 
§  250.15(e)(3)  of  the  final  regulations 
because  F^S  believes  that  such 
information  is  readily  accessible  to  the 
distributing  agencies.  Provision  of  these 
lists  is  also  necessary  to  ensure  that 
processed  end  products  are  received 
only  by  eligible  recipient  agencies.  Lists 
are  essential  when  ^stributing  end 
products  containing  nonsubstitutable 
foods  to  prevent  ineligible  recipient 
agencies  from  receiving  them. 

Pricing  Structure 

Section  250.14(f)(1)  of  the  proposed 
regulations  required  that  the  processing 
contract  should  include  the  processor’s 
established  wholesale  price  schedule  for 
quantity  purchases  of  specified  units  of 
end  products. 


Concerning  the  pridng  structure 
which  is  required  in  this  section,  one 
processor  commented  that  prices  will 
vary  among  eligible  recipient  agencies, 
depending  on  such  variables  as  volume 
discounts,  bid  prices,  and  delivery 
charges.  That  same  processor  stated 
that  a  processor  could  not  declare  a 
price  that  would  apply  to  all  recipient 
agencies  within  a  State. 

Section  250.15(e)(1)  of  the  final 
regulations  require  the  processor  to 
supply  a  wholesale  price  schedule 
because,  while  prices  may  vary  as  to 
different  recipient  agencies  receiving  the 
same  processed  end  product,  figures 
must  be  furnished  in  order  to  guarantee 
that  the  contract  value  of  the  donated 
foods  is  received  by  all  recipients.  The 
difference  in  the  price  of  an  item 
produced  from  a  processor’s  ingredients 
and  one  produced  fi'om  USDA  donated 
ingredients  will  remain  constant. 

End  Products  Sold  by  Distributors 

Discount/Refund  System  for  Payment  of 
Processed  End  Products  Sold  Through 
Distributors 

Section  250.14(g)  of  the  proposed 
regulations  required  that  when  a 
processor  transferred  end  products  to 
one  or  more  distributors  for  sale  and 
delivery  to  recipient  agencies,  such  sales 
should  be  only  under  a  refund  system. 
The  processor  would  make  refund 
payments  directly  to  the  recipient 
agencies. 

This  section  received  more  comments 
than  any  other  in  this  regulation 
package.  Eighty-nine  commenters 
opposed  a  refund  system  (see  definition 
in  §  250.3)  for  processed  food  items  sold 
by  a  distributor.  ’Thirty-four  commenters 
felt  that  a  refund  system  when  a 
distributor  is  used  would  be  more  costly 
than  the  discoimt  system  (see  definition 
in  $  250.3)  and  would  disrupt  operations 
that  have  taken  place  for  years.  It  was 
believed  by  many  commenters  that  this 
system  would  tie  up  the  school  system’s 
money  until  the  company  made  refunds 
equal  to  the  value  of  donated  foods 
contained  in  the  end  product. 

Forty-one  commenters  were  opposed 
to  the  refund  system  because  they 
believe  it  involves  excessive 
bookkeeping  and  is  time-consuming.  The 
conunenters  explamed  that  for  a  large 
school  district  with  two  hundred 
schools,  the  central  office  would  have  to 
obtain  invoices  fit)m  all  the  units  and 
perform  a  manual  tally  before  they 
would  even  have  the  data  to  complete  a 
refund  application. 

In  lieu  of  the  proposed  system,  thirty- 
seven  commenters  felt  that  the  (^oice  as 
to  whether  processed  food  items  are  to 
be  sold  through  distributors  on  the 


refund  or  discount  system  should  be 
permitted  if  clear  accountability  of  the 
donated  foods  can  be  assured.  The 
aforementioned  comments  represented 
the  majority  of  responses  to  this 
particular  issue. 

If  the  refund  system  is  required  when 
a  distributor  is  used,  many  commenters 
had  reservations  as  to  how  the  system 
would  work.  One  stated  that  the  refund 
system  would  work  in  a  situation  where 
unlimited  substitution  of  donated  foods 
was  permitted.  Three  commenters 
requested  information  on  how  to 
account  for  refund  payments  on  their 
quarterly  financial  reports  to  Child 
Nutrition  Directors.  Other  commenters 
felt  that  instead  of  submitting  a  refund 
application  for  purposes  of  obtaining  the 
refund,  invoices  or  copies  of  invoices 
would  more  than  suffice. 

Several  commenters  who  were 
opposed  to  the  refund  system  felt  that 
accountability  of  the  donated  foods  and 
end  products  sold  to  recipient  agencies 
shoidd  remain  with  the  processor  and 
distributing  agency.  They  felt  that  the 
system  as  proposed  places  the 
recordkeeping  burden  totally  on  the 
recipient  agencies.  The  whole  system,  as 
described  by  two  commenters,  creates 
inefficiencies  that  would  offset  any 
benefit  of  the  refund  payment.  Other 
respondents  who  have  worked  with  the 
refund  system  claim  problems  in 
receiving  rebates  for  applications 
submitted. 

Small  businesses  claim  they  will  no 
longer  be  able  to  participate  in  the 
processing  program  because  their 
increased  costs  for  clerical  personnel 
and  the  processing  of  refund  checks  will 
be  too  great  for  them  to  absorb. 

Five  commenters  stated  that  by 
maintaining  the  discount  system  through 
a  distributor,  the  schools  could 
immediately  obtain  the  price  reductions 
for  processed  food  items,  and  also  be 
able  to  maintain  the  economy  of 
delivery  through  established  networks. 
They  claim  that  by  increasing  the 
number  of  items  a  distributor  is  able  to 
supply  to  the  schools,  the  overall  cost  of 
particular  drop  or  delivery  cost  per  unit 
will  decrease.  ’They  feel  the  only  way  for 
schools  to  obtain  maximum  economy  of 
delivery  is  to  have  the  distributors 
handle  all  foods. 

One  processor  stated  that  if  the 
refund  system  through  a  distributor  is 
required,  it  could  affect  the  rapport 
between  distributors  and  processors, 
with  the  schools  suffering  the 
consequences.  Through  cooperative 
efforts  of  the  distributing  agencies, 
processors,  distributors  ^nd  recipient 
agencies,  many  commenters  felt  that  a 
system  could  be  devised  which  would 
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maintain  full  value  accountability  and 
integrity  of  the  donated  foods  when 
processed  food  items  are  sold  at  a 
discounted  price  through  a  distributor. 

There  are  definite  advantages  and 
disadvantages  to  each  system.  The 
discount  system,  which  is  more  popular 
among  the  recipient  agencies,  requires 
less  staff  and  paperwork  for  the 
recipient  agencies  and  does  not  tie  up 
funds.  It  also  enables  the  rural  and 
smaller  school  districts  to  take 
advantage  of  the  processing  program. 

The  discount  system  does  present 
problems  with  accountability.  When 
title  to  the  processed  end  products 
passes  to  the  distributor,  &e  processors 
have  difficulty  maintaining  records 
which  substantiate  actual  donated  food 
inventory  of  the  commodities  contained 
in  those  products.  Reductions  in  the 
donated  food  inventory  can  only  take 
place  when  the  processed  foods  have 
actually  been  delivered  to  eligible 
recipient  agencies.  Processors  and 
distributors  must  coordinate  their 
recordkeeping  activities  to  ensure 
accurate  inventory  reporting.  Therefore, 
an  accurate  accountability  of  the 
donated  food  inventory  is  difficult  to 
accomplish. 

FNS  is  still  recommending  the  use  of 
the  refund  system  for  processed  food 
items  sold  by  distributors.  However. 

§  250.15(f)  of  the  final  regulations 
provide  that,  with  written  concurrence 
ffom  the  Regional  Office,  a  distributing 
agency  may  permit  the  use  of  any  other 
system  that  will  demonstrate  and  ensure 
proper  accountability  for  end  products 
sold  through  distributors. 

One  commenter  stated  that  many 
schools  would  forget  to  file  their  refund 
application  requesting  payment.  Four 
commenters  felt  that  the  processor 
should  not  be  held  responsible  for 
refund  payments  if  the  schools  do  not 
file  a  request  for  a  refund.  Several 
processors  felt  that  an  attempt  should  be 
made  at  standardizing  the  refund 
application  if  it  is  going  to  be  requested, 
liiey  claim  that  Uiere  is  a  different  form 
utilized  by  almost  every  State 
distributing  agency  which  complicates 
the  task  of  making  timely  refunds. 

State  distributing  agencies  supply 
recipient  agencies  with  a  listing  of 
approved  processors  and  of  methods 
utilized  to  determine  the  donated-food 
value.  It  is  the  responsibility  of  the 
recipient  agencies  to  apply  for  every 
allowable  credit  for  which  they  are 
entitled. 

Two  commenters  also  felt  that  selling 
processed  food  items  through  a 
distributor  at  a  discount  price  structure 
could  be  accomplished  if  the  distributor 
were  a  party  to  the  processing  contract. 


FNS  decided  diat  the  processors 
should  be  held  ultimately  responsible 
for  the  donated  foods  eiUier  in  raw  cv 
finished  product  state.  They  may  hold  a 
distributor  responsible  for  end  products 
held  in  their  possession  but  the 
distributor  need  not  become  a  party  to 
the  processing  contracts. 

Distributors '  Handling  of  Only 
Substitutable  Foods 

Section  250.14(g]  of  the  proposed 
regulations  required  that  die  sale  of 
processed  end  products  through  a 
distributor  could  only  include  donated 
foods  that  are  substitutable,  such  as 
butter,  cheese,  flour,  nonfat  dry  milk, 
and  other  such  foods  as  are  specified  in 
§  250.14(h](i)  of  the  proposed 
regulations. 

Twenty-six  comments  were  received 
opposing  the  stipulation  that  only 
processed  food  items  containing 
substitutable  foods  could  be  sold 
through  a  distributor.  If  thd  provision  is 
implemented,  it  was  predicted  by  many 
commenters  that  many  processors  and 
school  districts  would  drop  out  of  the 
processing  program.  Further,  according 
to  those  same  commenters,  many 
distributors  would  no  longer  be  able  to 
supply  processed  items  containing  non- 
substitutable  commodities  to  the  school 
districts  they  service.  They  claim  that 
many  large  major  city  school  systems 
now  rely  on  distributors  for  the  delivery 
of  all  processed  food  items. 

As  indicated  under  the  previous 
subject  heading,  FNS  has  revised  the 
proposed  regulations  to  allow  the 
distributing  agency  to  approve  an 
alternate  system  providi^  for  the  sale 
of  processed  food  items  produced  from 
non-substitutable  foods  through 
distributors.  Hie  rationale  provided  in 
comments  on  this  issue  pointed  out  that 
distributors  service  the  total  food  needs, 
both  for  commercially  purchased 
products  and  those  processed  fixim 
USDA  donated  commodities,  of  many 
schools  and  districts.  If  distributors  are 
prohibited  from  handling  products 
processed  from  non-substitutable 
donated  foods,  either  the  processors  or 
the  schools  themselves  will  have  to 
perform  the  delivery  function. 

Two  commenters  claimed  that  the  use 
of  established  prices  for  non- 
substitutable  food  items  hfmdled 
through  distributors,  in  the  event  it  is 
permitted,  could  be  considered  legalized 
price  fixing. 

While  it  is  not  the  position  of  FNS  to 
lock  in  prices  for  processed  foods 
handled  through  ^stributors,  the  value 
of  the  donated  foods  contained  in  the 
end  products  must  be  guaranteed  to  the 
recipient  agencies.  Furnishing  an 
established  price  list  for  non- 
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substitutable  food  items  4h  not  required 
by  the  regulations;  however,  a  system 
which  guarantees  full  value  of  the 
donated  foods  must  be  outlined  by  the 
processor.  Use  of  a  price  sheet  is  one 
means  of  accomplishing  this. 

Substitution  of  Donated  Foods  With 
Commerdal  Foods 

Additional  Substitutable  Items 

Section  250.14(h)(l)(2)  of  the  proposed 
regulations  stat^  ^t  a  processing 
contract  may  provide  for  a  processor  to 
substitute  for  designated  donated  foods 
a  like  quantity  of  Uie  same  foods  of 
equal  or  better  quality.  The  contract 
must  stipulate  that  ody  butter,  cheese, 
com  grits,  commeal.  dried  beans,  dried 
peas,  flour,  lentils,  macaroni,  nonfat  diy 
milk,  peanut  butter,  peanut  granules, 
roasted  peanuts,  rice,  rolled  oats,  rolled 
wheat,  and  spaghetti  may  be  substituted 
and  if  substitution  takes  place,  the 
processor  must  have  documentation  that 
the  foods  substituted  are  of  domestic 
origin  and  at  least  equal  to  the  minimum 
specifications  of  the  donated  foods. 

Ten  comments  were  received 
recommending  that  all  commodities  be 
substitutable.  Two  commenters  simply 
wanted  the  list  of  substitutable 
commodities  e}q>anded  and  one 
commenter  felt  that  only  graded  meats 
and  poultry  should  be  classified  as  non- 
substitutable. 

Six  commenters  felt  diat  if  the 
regulations  provide  that  a  processor 
must  document  diat  substituted  foods 
are  of  equal  or  better  quality  to  the 
donated  foods  supplied  thra  FNS 
should  provide  guidance  as  to  what  will 
be  adequate  documentation.  Several 
other  comenters  asked  whether 
processors  using  substitutable  donated 
foods  for  their  own  commercial 
production  would  be  required  to  make  a 
physical  inventory  of  such  foods,  or 
whether  a  “botdc”  inventory  would  be 
adequate. 

It  was  also  stated  by  several 
commenters  that  if  the  proposed 
regulations  became  final,  these 
provisions  will  restrict  processing 
agreements  using  non-substitutable 
commodities  to  large  districts  or  to 
distributing  agencies  handling 
distribution  of  end  products.  Many 
commenters  from  smaller  districts 
believed  they  will  not  be  able  to  have 
these  items  processed. 

In  instances  where  several  districts 
turn  over  inventories  of  non- 
substitutable  foods  to  one  processor, 
one  processor  suggested  that  prooess<HS 
be  able  to  commute  the  total  of  all  the 
foods  for  purposes  of  processing.  The 
processor  indicated  that  having  to  set  up 
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a  run  for  each  individual  school  system 
being  serviced  by  a  processor  is  not  cost 
effective.  The  same  processor  stated 
that  such  a  practice  is  contrary  to  good 
business  procedures  and  could  not  be 
followed.  Also,  several  commenters 
indicated  that  fruits  and  vegetables  are 
available  to  processors  with  similar 
specifications  as  those  of  USDA  and 
that  provisions  for  substituting  such 
donated  food  items  should  be  added. 

Section  250.15(g)(2)  of  the  iinal 
regulations  allows  the  State  distributing 
agency  to  approve  requests  for 
additional  substitution  of  commodities 
by  processors  upon  written  request.  The 
processor  must  demonstrate  and  ensure 
in  the  written  request  that  the 
commercial  foods  substituted  are  of 
equal  or  superior  quality  to  the  donated 
foods  supplied  and  are  of  domestic 
origin.  Such  documentation  must  be 
maintained  by  the  processor  in 
accordance  with  §  250.6(r).  Upon 
apporoval  by  the  distributing  agency 
copies  of  processor  requests  for 
additional  substitution  of  commodities 
must  be  forwarded  to  the  FNS  Regional 
Office.  The  burden  of  proof  that  the 
foods  substituted  meet  or  exceed  the 
donated  food  specifications  will  rest 
with  the  processor.  These  changes  were 
designed  to  help  processors  of  non- 
substitutable  foods  perform  their 
activities  in  a  more  cost  effective 
manner  with  a  guarantee  that  the  foods 
substituted  are  equal  or  superior  to  the 
donated  foods  supplied.  Processors  of 
preplated  meals  will  benefit  from  the 
provisions  added  above.  Further, 
manufacturers  of  food  items  containing 
both  substitutable  and  non-substitutable 
items  (e.g.,  pizza)  can  produce  end 
products  without  undue  restraints  that 
would  delay  production  and  ultimately 
result  in  higher  prices  to  the  recipient 
agencies  they  service.  However,  in  no 
instance  will  the  processor  be  permitted 
to  substitute  meat  or  poultry  items. 

Certification  by  Acceptance  Service 

Use  of  Federal  Acceptance  Service 
Grading  in  Plants  Processing  Non- 
substitutable  Donated  Foods 

Section  250.14(j)  of  the  proposed 
regulations  required  that  when  meat  or 
poultry  items  are  processed,  the 
processing  must  be  performed  in  plants 
under  Federal  or  State  meat  and  poultry 
inspection  programs.  Additionally,  all 
processing  of  donated  meats  and  poultry 
must  be  performed  under  Food  Safety 
and  Quality  Service  (FSQS)  acceptance 
service.  For  other  non-substitutable 
donated  food  items,  if  the  dollar  value  of 
the  commodities  represents  an 
acquisition  cost  to  the  Department  of 
$15,000  or  more,  the  proposed  rules 


required  that  processing  be  performed 
under  continuous  acceptance  and 
certification  by  the  applicable  Federal 
acceptance  service  to  prevent 
unauthorized  substitution  and  to  verify 
that  the  quanties  of  donated  foods 
utilized  are  as  specified  in  the 
processing  contract. 

The  majority  of  the  commenters  felt 
that  requiring  acceptance  service 
grading  was  a  good  idea  for  certain 
commodity  processing,  but  had  serious 
doubts  as  to  whether  manpower  will  be 
available  to  accomplish  the  task.  Nine 
comments  were  received  regarding  this 
issue.  Fourteen  comments  disclosed  that 
the  cost  of  this  acceptance  service 
grading  is  high  and  will  result  in  higher 
food  prices  for  the  processed  items.  The 
proposed  regulations  were  considered 
overly  restrictive  by  the  majority  of  the 
commenters. 

Two  commenters  suggested  that  only 
when  meat  and  poultry  are  processed 
should  this  requirement  be  mandatory. 
Several  commenters  suggested  that  the 
use  of  acceptance  service  grading  only 
be  required  for  companies  who  were 
found  to  be  guilty  of  program  abuses. 
Still  others  recommended  that 
monitoring  of  processing  activities  be 
performed  on  a  spot  check  basis.  Three 
commenters  suggested  that  acceptance 
service  grading  be  performed  at  the 
request  of  the  distributing  agency. 

One  commenter  suggested  grading 
service  should  be  mandatory  for  all  non- 
substitutable  commodities.  Other 
comments  dealing  with  non- 
substitutable  commodities  indicated 
that  the  $15,000  restriction  was 
extremely  arbitrary.  Additionally,  the 
manpower  availability  question  was 
brought  up  eigain  by  the  commenters 
along  with  the  issue  of  expanding  the 
list  of  substitutable  foods. 

Section  250.15(h)  of  the  final 
regulations  requires  that  acceptance 
service  grading  for  meat  or  poultry  be 
performed  for  processing  nms  in  which 
the  meat  or  poultry  processed  is  valued 
at  $10,000  or  more.  The  regulations  have 
also  been  revised  to  prohibit  processors 
fiom  structuring  processing  runs  in  such 
a  manner  as  to  enable  the  processors  to 
circumvent  this  requirement. 

Further,  the  requirement  for 
acceptance  service  grading  for  non- 
substitutable  commodities  other  than 
meat  and  poultry  representing  an 
Acquisition  cost  to  the  Department  of 
$15,000  or  more  has  been  eliminated  in 
§  250.15(i)  of  the  final  regulations. 
However,  the  contracting  agency  may 
require  acceptance  and  certification  by 
such  acceptance  service  at  any  time, 
and  for  any  product  if  deemed 
necessary. 


FNS  has  reduced  the  requirements  for 
acceptance  service  grading  for  non- 
substitutable  commodities  due  to  the 
lack  of  manpower  available  for  grading 
activities  and  the  increased  cost  of  end 
products  which  would  be  passed  on  to 
the  recipient  agencies  as  a  result  of 
grading  services  performed. 

Labeling  End  Products 

Labeling 

Section  250.14(k)  of  the  proposed 
regulations  required  that  (1)  except 
when  end  products  contain  donated 
foods  that  are  substitutable,  the  exterior 
shipping  containers  of  end  products  and, 
where  applicable,  the  individual 
wrappings  or  containers  of  end  products 
must  be  clearly  labeled  “contains 
commodities  donated  by  the  United 
States  Department  of  A^culture.  This 
product  shall  be  sold  only  to  eligible 
recipient  agencies,”  (2)  labels  on  all  end 
products  must  meet  applicable  Federal 
labeling  requirements,  and  (3)  when  a 
processor  makes  any  claim  with  regard 
to  an  end  product's  contribution  toward 
meal  requirements  of  any  child  nutrition 
program,  the  processor  must  follow 
procedures  established  by  FNS.  The 
Food  Safety  and  Quality  Service  of  the 
Department,  the  Federal  Grain 
Inspection  Service  or  the  National 
Marine  Fisheries  Service  of  the  U.S. 
Department  of  Commerce  for  approval 
of  such  labels. 

Two  commenters  felt  that  the  USDA 
legend  on  all  boxes  containing  non- 
substitutable  commodities  is 
unnecessary  except  for  meat  and  poultry 
products. 

Section  250.15(j)  of  the  final 
regulations  retains  the  requirement  that 
the  USDA  legend  appear  on  all  shipping 
containers  of  end  products  containing 
non-substitutable  donated  foods  and, 
where  applicable,  the  individual 
wrapping  or  containers  of  end  products 
to  ensure  that  processed  foods 
containing  donated  food  items  be 
provided  to  eligible  recipient  agencies 
only. 

Several  conunenters  favored  requiring 
more  nutritional  information  on  the 
labels  of  processed  food  items  as 
guidance  to  the  school  food  service 
personnel.  Since  nutritional  labeling  is 
not  required  on  the  labels  of  foods  being 
purchased  by  USDA  for  use  in  the  child 
nutrition  programs,  FNS  does  not  want 
to  place  Uiis  burden  on  the  processors 
due  to  the  increased  costs  involved. 

Refund  Payments 

Refunds 

Section  250.14(m)  of  the  proposed 
regulations  required  recipient  agencies 
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to  submit  refund  applications  promptly 
to  the  distributing  agency  for 
verification  of  eligibility  and  approval. 
The  distributing  agency  would  then 
forward  the  applications  to  the 
processor  for  payment  within  30  days 
after  receipt  of  the  applications. 

Three  commenters  felt  that  the 
proposed  requirement  of  having  the 
distributing  agency  review  and  verify 
the  validity  of  all  refund  applications 
prior  to  submission  to  the  processors 
was  an  unnecessary  step  creating  a 
greater  time  lag  for  payment  of  the 
refunds.  Five  commenters  requested  that 
language  be  introduced  to  require 
schools  to  submit  refund  applications 
within  30  days  of  the  reporting  month 
with  processors  paying  the  refund 
within  30-45  days  of  receipt  of  the 
refund  applications.  It  was  also  believed 
by  several  commenters  that  the  amount 
of  time  for  submission  of  refund 
applications  at  the  close  of  the  school 
year  should  be  reduced  to  allow  the 
State  distributing  agencies  to  close  out 
their  records  in  a  more  reasonable  time 
frame. 

There  were  no  revisions  In  §  250.15(1) 
of  the  final  regulations.  FNS  believes 
that  by  requiring  the  State  distributing 
agency  to  review  the  refund 
applications,  only  eligible  recipient 
agencies  will  receive  a  refund  payment. 

The  processor  is  given  a  thirty  day 
period  from  the  date  of  receipt  of  the 
application  in  which  to  make  the  refund 
payments.  The  90-day  limit  for 
submission  of  applications  after  the 
close  of  the  school  year  coincides  with 
the  deadline  for  submission  of  claims  for 
reimbursement  for  the  National  School 
Lunch  and  Breakfast  programs. 

Performance  Reports 

Section  250.14(o)  required  that 
processors  submit  to  distributing 
agencies  monthly  reports  of 
performance  under  each  processing 
contract  no  later  than  the  final  day  of 
the  month  following  the  reporting 
period. 

Two  commenters  felt  that  the 
proposed  30  day  limit  was  an  unrealistic 
time  frame  for  processors  to  have  to 
submit  performance  reports.  One 
commenter  felt  that  requiring  monthly 
reports  from  the  processor  will 
dehnitely  improve  the  overall 
accountability  of  the  program.  One 
comment  was  made  favoring  the 
submisson  of  reports,  but  felt  that  the 
processor  should  have  forty-five  days  to 
submit  them.  Four  commenters  felt  that 
too  much  recordkeeping  is  required. 
Several  processors  felt  that  they  should 
not  be  required  to  submit  monthly 
reports  of  performance.  One  commenter 
stated  that  FNS  should  develop  a 


standard  form  for  the  required  monthly 
performance  report  in  order  that  the 
processors  not  have  to  adjust  format  for 
each  State  as  they  do  now. 

One  comment  was  received  from  a 
school  lunch  director  requesting  that  the 
schools  not  have  to  keep  inventory 
records  of  processed  donated  foods. 

Another  commenter  indicated  that 
there  is  a  need  to  establish  penalties  for 
processors  who  do  not  report  monthly  or 
whose  reports  are  missing  any  of  the 
required  information.  Several 
distributing  agencies  felt  that  having  to 
analyze  the  data  on  all  performance 
reports  was  a  burdensome,  time- 
consuming  task. 

Section  250.15(r)  of  the  final 
regulations  requires  processors  to 
submit  monthly  reports  of  performance 
within  30  days  of  the  prior  month’s 
processing  activity.  This  data  must  be 
available  to  State  distributing  agencies 
in  order  for  them  to  complete  the 
quarterly  processing  inventory  report 
required  by  FNS.  To  extend  the 
allowable  time  frame  in  which  to  submit 
performance  rejwrts  would  seriously 
hamper  the  State  distributing  agencies 
in  their  attempt  to  complete  other 
required  reports. 

FNS  believes  that  processed  donated 
foods  should  be  accounted  for  even  at 
the  recipient  agency  level.  These 
processed  food  items  should  be 
maintained  on  the  same  inventory 
system  as  purchased  and  donated  foods 
used  in  the  preparation  of  meals  for  the 
Child  Nutrition  Programs  as  required  in 
I  250.6(r). 

If  processors  do  not  submit  monthly 
performance  reports  on  time,  they  are 
not  in  compliance  with  the  terms  and 
conditions  of  the  processing  contract.  A 
State  distributing  agency  can  terminate 
their  agreement  if  the  required  reports 
are  not  submitted.  The  only  way  for  a 
State  distributing  agency  to  know  if  all 
processors  are  p>erforming  their 
functions  as  outlined  in  the  contract  is 
for  the  distributing  agency  to  review  all 
reports  for  accuracy  and  completeness 
of  data  submitted  within  the  established 
time  frame. 

Inventory  Controls 

Section  250.14(p]  of  the  proposed 
regulations  required  that  a  distributing 
agency  monitor  inventories  to  ensure 
that  the  quantity  of  donated  foods  for 
which  a  processor  is  accountable  is  the 
lowest  cost-efficient  level  but  in  no 
event  more  than  a  four-month  supply 
based  on  the  processor's  average 
monthly  usage,  unless  a  higher  level  has 
been  specifically  approved  by  the 
distributing  agency  on  the  basis  of  a 
written  justification  submitted  by  the 
processor. 


Eleven  commenters  felt  that  the 
maximum  4-month  inventory  level 
required  in  the  proposed  rules  was  too 
restrictive.  Thirteen  commenters  felt 
that  the  level  of  inventory  on  hand 
should  be  6  months.  Ten  commenters 
felt  that  the  level  should  be  raised  to  0 
months. 

One  commenter  felt  that  the  level  of 
inventory  should  be  determined  by  the 
circumstances  of  the  particular 
processor.  One  commenter  felt  that 
transfers  should  be  allowed  without 
Regional  Office  permission.  Another 
recommendation  &om  several 
conunenters  favored  separate  national 
inventory  levels  for  multi-State 
processors. 

As  a  result  of  the  comments, 

§  250.15(o)  of  the  final  regulations  raises 
the  allowable  level  of  inventory  on  hand 
to  6  months  with  a  provision  for  higher 
levels  with  written  justification  from  the 
processor  for  approval  by  the  State 
distributing  agency.  Under  no 
circumstances  should  the  amount  of 
food  ordered  be  in  excess  of  anticipated 
usage  or  beyond  the  processor's  ability 
to  accept  or  store  the  food  at  any  one 
time.  The  major  impetus  for  the  change 
was  the  fact  that  a  distributing  agency 
must  order  the  donated  foods  75  days 
prior  to  the  anticipated  delivery  date 
and  this  would  tie  up  a  two-month  level 
of  inventory  giving  ffie  processor  only  a 
two-month  working  supply.  Additionally 
the  minimum  carloading  amounts  of 
many  commodity  food  items  are  such 
that  they  represent  an  inventory  far  in 
excess  of  the  four-month  supply  for 
distributing  agencies  which  have  a 
smaller  average  daily  participation. 

Processing  Inventory  Reports 

Section  250.14(q)  of  the  proposed 
regulations  required  the  distributing 
agencies  to  submit  to  the  Regional 
Office  not  later  than  45  days  following 
the  closer  of  each  Federal  fiscal  quarter  a 
report  in  a  form  prescribed  by  FNS 
showing  separate  inventory  levels  for 
each  processor  under  agreement  with 
contracting  agencies  within  the  State. 

Eight  comments  were  received 
recommending  that  the  distributing 
agencies  be  given  60  days  following  die 
close  of  each  Federal  fiscal  quarter— 
rather  than  45  days  as  proposed — to 
submit  the  required  processor  inventory 
report.  The  State  distributing  agencies 
felt  that  providing  copies  of  processor 
reports  should  be  allowable  as  it  is 
burdensome  to  require  a  separate  report 

As  a  result  of  the  comments  received. 

§  250.15(p)  of  the  final  regulations 
requires  the  submission  of  the  quarterly 
inventory  report  not  later  than  60  days 
following  the  close  of  the  Federal  fiscal 
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quarter.  This  time  frame  will  allow  the 
distributing  agencies  30  days  past  the 
submission  date  of  processor  reports  to 
compile  information  for  their  report.  If  a 
processor  is  late  with  a  report,  the 
distributing  agency  can  request  the 
information  via  telephone  and  still 
submit  the  required  report  on  time. 

Cooperation  With  Administering 
Agencies  for  Child  Nutrition  Programs 

Section  250.14(r)  of  the  proposed 
regulations  required  that  in  instances 
when  the  distributing  agency  is  not  the 
administering  agency  for  child  nutrition 
programs,  the  administering  agency  be 
provided  an  opportunity  to  review 
contracts  for  the  processing  of  end 
products  to  be  used  in  child  nutrition 
programs. 

Three  commenters  were  opposed  to 
the  proposal  to  give  the  State 
educational  agency  (SEA)  an  option  of 
reviewing  processing  contracts  prior  to 
the  distributing  agency’s  approval.  They 
felt  that  since  the  distributing  agency  is 
a  party  to  the  contract  and  is  ultimately 
responsible  for  full  compliance  with  all 
terms  and  conditions,  there  is  no  need  to 
have  to  obtain  SEA  concurrence  prior  to 
approval  of  processing  contracts. 

Section  250.15(r)  of  the  final 
regulations  retains  the  proposed 
requirement  for  many  State  distributing 
agencies  are  under  SEA.  Collaboration 
with  the  administering  agency  of  the 
child  nutrition  programs  takes  place  on 
a  daily  basis.  FNS  believes  that  the 
administering  agency  should  be  aware 
of  all  processors  and  processing 
activities.  The  food  items  produced  are 
used  in  the  programs  administered  by 
the  SEA  and  while  they  may  not  meet 
the  nutritional  standards  for 
reimbursement,  they  may  still  be 
appropriate  for  use  in  the  program. 

General  Comments 

Twelve  comments  were  received 
recommending  a  reordering  of  the 
regulations  for  clarity.  They  stated  that 
the  proposed  regulations  were 
extremely  difHcult  to  understand. 

The  Department  has,  since  these 
proposed  regulations  were  published, 
issued  a  Notice  of  Intent  announcing  the 
need  for  an  overall  revision  of  the  Food 
Distribution  Program  regulations.  This 
notice,  published  on  December  16, 1980 
(45  FR  82890-2],  announced  that  the 
Department  intends  to  restructure  these 
regulations,  and  public  comments  were 
requested  by  February  17, 1981.  The 
overall  revision  will  include  processing 
requirements. 

Two  commenters  felt  that  food  service 
management  companies  should  be 
treated  as  processors  and  that  they  be 
required  to  maintain  detailed  records 


similar  to  those  required  for  processors. 
The  regulations  were  not  revised  in  this 
regard  for  foods  are  usually  turned  over 
to  a  food  service  management  company 
for  on-site  preparation  of  meals 
produced  for  the  recipient  agency.  Since 
the  company  is  acting  in  behalf  of  the 
eligible  recipient  agency,  it  is  the 
opinion  of  FNS  that  the  company  should 
be  subject  to  all  the  requirements  for 
which  the  recipient  agency  is  subject 
and  should  be  required  to  maintain  the 
same  records  as  any  eligible  recipient 
agency. 

One  commenter  felt  that  schools 
should  not  be  forced  to  participate  in 
processing  agreements.  That  same 
commenter  felt  that  the  direct 
distribution  of  donated  foods  is  much 
more  beneficial  to  recipient  agencies.  It 
was  never  the  intent  of  FNS  to  require 
any  unwilling  recipient  agencies  to 
participate  in  the  processing  program. 
State  distributing  agencies  have  entered  ^ 
into  agreements  to  permit  recipient 
agencies  to  purchase  processed  end 
products  at  a  cost  less  than  they  would 
have  to  pay  on  the  open  market.  If  a 
food  item  is  currently  being  used  by  a 
recipient  agency,  it  is  to  its  advantage  to 
try  to  obtain  the  item  at  the  lowest 
possible  cost. 

One  commenter  favored  the 
development  of  maximum  yields  for  the 
donated  foods  to  be  used  as  a  guideline 
by  the  State  distributing  agencies  and 
processors.  Another  recipient  agency 
requested  that  it  be  permitted  to  help  in 
the  writing  of  specifrcations  for 
processed  food  items.  Yield  figures  for 
the  donated  foods  processed  will  vary 
according  to  the  end  products  produced, 
the  types  of  facilities  being  utilized,  the 
volume  of  processing  at  any  time,  and 
any  number  of  other  factors.  FNS  is 
conducting  studies  to  determine  yield 
ranges  which  will  be  applicable  to 
various  processed  end  products.  These 
ranges  should  be  a  good  indicator  of 
which  companies  submit  figures  which 
deviate  substantially  from  established 
norm  ranges.  Recipient  agencies  are  not 
prohibited  from  writing  specifications 
from  processed  end  products  in 
conjimction  with  the  State  distributing 
agency. 

One  commenter  favored  abolishing  ail 
processing  contracts  and  having  the 
Department  enter  into  national  State 
Option  and  Cost  (SOC)  contracts.  The 
States  then  could  have  the  option  of 
receiving  processed  donated  foods  as 
part  of  their  direct  distribution 
entitlement.  They  would,  in  turn,  be 
billed  for  the  processing  fee  and  could 
recoup  the  monies  from  the  recipient 
agencies  they  serve. 

The  basic  premise  behind  this  concept 
is  that  instead  of  USDA  providing 


commodities  only  in  the  raw  state,  the 
foods  are  offered  in  a  more  processed 
form  produced  under  USDA 
specifications.  *1116  distributing  agency 
would  pay  the  difference  between  the 
cost  of  the  commodity  in  its  raw  state 
and  the  cost  of  the  food  item  in  a  more 
processed  state. 

USDA  entered  into  SOC  contracts 
several  years  ago  on  a  test  basis.  For 
example,  recipient  agencies  could 
receive  frozen  whole  turkeys  as  they 
had  always  received  them,  or  they  could 
receive  fully  cooked  turkey  rolls  for 
which  they  would  be  billed  a  rate  per 
pound.  The  project  was  successful  for 
those  distributing  agencies  with  monies 
available  to  pay  the  charges  for  the 
further  processing.  It  was  difficult  for 
many  distributing  agencies  to 
participate  because  they  did  not  have 
the  funds  to  pay  the  processing  fee  nor 
the  means  to  bill  recipient  agencies  for 
the  additional  cost  of  the  commodities. 
Thus,  the  proposed  regulations  were  not 
revised  to  include  SOC  contracts.  In 
addition,  many  commodities  are  now 
available  in  a  more  fully  processed  form 
to  all  recipient  agencies  without  having 
to  assess  the  distributing  agency  for 
additional  costs  incurred. 

Accordingly,  Part  250  is  amended  as 
follows: 

1.  Section  250.3  is  amended  to  include 
the  following  definitions; 

§  250.3  Definitions. 

“Child  nutrition  programs”  means  the 
National  School  Lunch  Program,  the 
School  Breakfast  Program,  the  Sununer 
Food  Service  Program  for  Children,  and 
the  Child  Care  Food  Program. 

“Contract  value  of  the  donated  foods” 
means,  at  the  contracting  agency’s 
option  (a)  the  Department’s  cost  of 
acquiring  and  delivering  the  donated 
foods  to  be  processed  based  on  the  most 
recent  data  provided  by  the  Department 
on  the  date  a  processing  contract  is 
signed,  or  (b)  the  processor’s  most 
recent  data  documenting  the  delivered 
cost  of  purchased  foods  meeting  or 
exceeding  the  donated  foods' 
specifications. 

“Contracting  agency”  means  the 
distributing  agency,  subdistributing 
agency,  or  recipient  agency  which  enters 
into  a  processing  contract. 

“Discount  system”  means  a  system 
whereby  a  recipient  agency  purchases 
end  products  directly  from  a  processor 
at  an  established  wholesale  price  minus 
the  contracted  value  of  donated  foods 
contained  in  the  end  products. 

"Distributor”  means  a  commercial 
food  purveyor  or  handler  who  is 
independent  of  a  processor  and  both 
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sells  and  bills  for  the  end  products 
delivered  to  recipient  agencies. 

“End  product”  means  a  product 
containing  any  amount  of  donated  foods 
which  have  been  processed. 

“Federal  acceptance  service”  means 
the  acceptance  service  provided  by  (a) 
the  applicable  grading  branches  of  the 
Department’s  Food  Safety  and  Quality 
Service  (FSQS).  (b)  the  Department’s 
Federal  Grain  Inspection  Service,  and 
(c)  the  National  Marine  Fisheries 
Service  of  the  U.S.  Department  of 
Commerce. 

“Food  service  management  company” 
means  a  commerical  enterprise  or  a 
nonprofit  organization  which  may  be 
contracted  with  by  a  recipient  agency  to 
manage  any  aspect  of  its  food  service  in 
accordance  with  §  250.8(b)(3)  of  this  part 
or  in  accordance  with  Part  210.8a  of  the 
regulations  for  the  National  School 
Lunch  Program. 

“Processing”  means  (a)  the  conversion 
of  a  donated  food  or  donated  foods  into 
a  different  end  product  or  (b)  the 
repackaging  of  a  donated  food  or 
donated  foods. 

“Processing  fee”  means  the  amount 
charged  to  a  contracting  agency  for  a 
processor’s  services. 

“Processor”  means  a  commercial 
facility,  other  than  a  food  service 
management  company,  which  processes 
donated  foods. 

“Performance  supply  and  surety 
bond”  means  a  written  instrument 
issued  by  a  surety  company  which 
guarantees  performance  and  supply  of 
end  products  by  a  processor  under  the 
terms  of  a  processing  contract. 

“Refund  system”  means  a  system 
whereby  a  recipient  agency  purchases  a 
processor’s  end  products  and  receives 
from  the  processor  a  payment 
equivalent  to  the  value  of  the  donated 
foods  contained  in  the  end  products. 

“Refund  application”  means  an 
application  by  a  recipient  agency  in  any 
form  acceptable  to  a  distributing  agency 
and  processor  which  certifies  purchase 
of  end  products  and  which,  upon 
forwarding  to  the  processor  by  the 
distributing  agency,  obligates  the 
processor  to  refund  the  value  of  the 
donated  food  contained  in  the  end 
products. 

2.  In  §  250.6,  paragraphs  (n),  (r),  and 
(s)  are  revised,  and  a  new  paragraph  (w) 
is  added,  as  follows: 

§  250.6  Obligations  of  distributing 
agencies. 

***** 

(n)  Processing  of  donated  foods. 
Distributing  agencies,  subdistributing 
agencies,  and  recipient  agencies  may 
employ  commercial  facilities  to  process 
donated  foods  by  converting  them  into 


different  end  products  or  by  repackaging 
them  when  such  processing  is 
contracted  for  and  performed  in 
accordance  with  the  provisions  of 
§  250.15  of  this  part  For  the  fiscal  year 
beginning  October  1. 1981,  and 
subsequent  fiscal  years,  distributing 
agencies,  prior  to  entering  into  or 
approving  processing  contracts,  shall 
submit  to  and  receive  from  FNS 
approval  of  the  State  Plan  of  Operations 
required  by  paragraph  (w)  of  this 
section,  and  one  or  more  standard  form 
contracts  meeting  the  requirements  of 
§  250.15(d)  of  this  part,  to  be  required  for 
use  witl^  the  State. 
***** 

(r)  Records.  (1)  Accurate  and 
complete  records  shall  be  maintained 
with  respect  to  the  receipt,  disposal,  and 
inventory  of  donated  foods  including  (i) 
end  products  processed  from  donated 
foods  and  (ii)  the  determination  made  as 
to  liability  for  any  improper  distribution 
or  use  of,  or  loss  of,  or  damage  to,  such 
foods  and  the  results  obtained  fi^m  the 
pursuit  of  claims  by  the  distributing 
agency.  Such  records  shall  also  be 
maintained  with  respect  to  the  receipt 
and  disbursement  of  funds  arising  fi^m 
operation  of  the  distribution  program, 
including  the  determination  as  to  the 
amount  of  payments  to  be  made  by  any 
processor,  as  defined  in  $  250.3,  upon 
termination  of  processing  contracts.  (2) 
Distributing  agencies  shall  require  all 
subdistributing  and  recipient  agencies  to 
maintain  accurate  and  complete  records 
with  respect  to  the  receipt,  disposal  and 
inventory  of  donated  foods,  including 
end  products  processed  from  donated 
foods,  and  with  respect  to  any  funds 
which  arise  fi*om  the  operation  of  the 
distribution  program,  including  refunds 
made  to  recipient  agencies  by 
processors  in  accordance  with 
§  250.15(1)  of  this  part  (3)  Distributing 
agencies  shall  maintain  accurate  and 
complete  records  with  respect  to 
amounts  and  value  of  conunodities 
refused  by  school  food  authorities  in 
accordance  with  §  250.4(h)  of  this  part 
and  shall  require  that  school  food 
authorities  also  maintain  such  records  of 
refusals.  (4)  Any  processor  or  other 
entity  whit^  contracts  with  a 
distributing  agency,  subdistributing 
agency  or  recipient  agency  to  process, 
repackage,  or  prepare  any  donated 
foods  shall  be  required  to  keep  accurate 
and  complete  records  with  respect  to  the 
receipt  disposal,  and  inventory  of  such 
foods  similar  to  those  required  of 
distributing  agencies  under  this 
paragraph.  Where  donated  foods  have 
been  commingled  with  commercial 
foods,  the  processor  shall  maintain 
records  which  will  permit  an  accurate 


determination  of  die  donated-food 
inventory.  Where  the  contract  value  of 
donated  foods,  as  defined  in  {  250.3.  is 
lower  than  the  Department’s  cost  of 
acquiring  and  delivering  such  foods  on 
the  date  a  processing  contract  is  signed 
or  subsequently  revised,  the  processor 
shall  be  required  to  maintain  records  to 
substantiate  the  lower  delivered  cost  in 
addition,  the  processor  shall  be  required 
to  keep  formulae,  recipes,  daily  or  batch 
production  records,  loadout  sheets,  bills 
of  lading,  and  other  processing  and 
shipping  records  to  substantiate  the  use 
made  of  such  foods  and  their 
subsequent  redelivery,  in  whatever 
form,  to  any  distributing  agency, 
subdistributing  agency  or  recipient 
agency.  (5)  All  recipient  agencies  shall 
be  requi^  to  keep  accurate  and 
complete  records  showing  the  data  and 
method  used  to  determine  the  number  of 
eligible  persons  served  by  that  agency. 

(6)  Failiu^  by  a  distributing  agency, 
subdistributing  agency,  recipient  agency, 
processor,  or  other  entity  to  maintain 
records  required  by  this  section  shall  be 
considered  prima  fade  evidence  of 
improper  distribution  or  loss  of  donated 
foods  and  the  agency,  processor  or 
entity  shall  be  subject  to  the  provisions 
of  §  250.6(m)  of  this  part  All  such 
records  shall  be  made  available  for 
inspection  and  review  upon  request  by 
FNS  or  by  the  appropriate  distributing 
agency  and  shall  be  retained  for  a 
period  of  three  years  from  die  dose  of 
the  Federal  fiscal  year  to  which  they 
pertain.  However.  FNS  may,  by  written 
notice,  require  longer  retention  of  any 
records  necessary  for  resolution  of  an 
audit  or  of  any  litigation. 

(s)  Reports,  flistributing  agendas  shall 
submit  (1)  monthly  reports  to  the  FNS 
Region^  Office  covering  the  receipt  and 
distribution  of  commodities,  (2) 
quarterly  processing  inventory  reports  in 
accordance  with  §  250.15(p)  of  this  part 
and  (3)  such  other  reports  covering 
distribution  operations  in  such  form  as 
may  be  required  from  time  to  time  by 
the  Department 
***** 

(w)  State  Plan  of  Operations  for 
Processing.  (1)  Not  later  than  90  days 
after  publication  of  these  final  rules  and 
not  later  than  May  15  of  each 
subsequent  fiscal  year,  eadi  distributing 
agency  shall  submit  to  FNS  for  approval 
a  State  Man  of  Operations  for 
Processing.  FNS  shall  provide  written 
approval  or  denial  of  Ae  State  Han  for 
Processing  or  amendment  «vithin  45  da]rs 
of  receipt  'The  State  Man  for  Processing 
and  all  amendments  shall  be  signed  by 
the  Chief  Officer  of  the  distributing 
agency.  (2)  For  the  fiscal  year  beginning 
October  1. 1981.  the  plan  shall  meet  the 
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requirements  of  §  250Ll5(b).  (3)  Each 
distributing  agency  shall  subnut  its  State 
Plan  to  Operations  for  Processing  to  the 
State  Governor,  or  his  delegated 
authority,  for  comment  on  the 
relationship  of  the  plan  to  other  State 
plans  and  programs.  A  period  of  45  days 
from  the  receipt  of  the  State  Plan  of 
Operations  for  Processing  shall  be 
afforded  for  such  comments. 

§  250.13  [Amedned] 

3.  In  §  250.13,  paragraph  (f)  is  removed 
and  reserved. 

4.  A  new  §  250.15  is  added  as  follows: 

§  250.15  Processing  of  donated  foods. 

(a)  Purpose.  (1)  This  section  sets  forth 
the  terms  and  conditions  under  which 
distributing  agencies,  subdistributing 
agencies,  or  recipient  agencies  may 
enter  into  contracts  for  processing  of 
donated  foods  and  prescribed  the 
minimum  requirements  to  be  included  in 
such  contracts.  (2)  This  section  does  not 
pertain  to  food  service  management 
companies  utilizing  donated  foods  in  the 
preparation  of  meals. 

(b)  State  Plan  of  Operations  for 
Processing.  Each  distributing  agency 
wishing  to  enter  into  or  approve 
processing  contracts  shall  have  an 
approved  State  Plan  of  Operations  for 
Processing  required  by  §  250.6(w)  of  this 
part.  Approval  of  the  plan  shall  be 
prerequisite  to  approval  by  the 
distributing  agency  of  processsing 
contracts  entered  into  after  the  date  this 
section  becomes  effective.  For  fiscal 
year  1982,  State  distributing  agencies 
may  approve  contracts  prior  to  approval 
of  the  State  Plan  for  Processing  provided 
that  the  terms  and  conditions  of  the 
contract  are  in  compliance  with 

§  250.15(d)  of  this  part. 

(1)  The  State  Plan  of  Operations  for 
Processing  shall,  as  a  minimum,  include 
the  following: 

(i)  The  methods  by  which  end 
products  are  delivered  to  recipient 
agencies. 

(ii)  A  copy  of  the  standard  processing 
contract(s]  for  use  within  the  State. 

(iii)  The  marmer  in  which  the 
distributing  agency  will  monitor 
processing  activities,  which  shall 
include  (A)  the  frequency  of  onsite 
reviews  of  processors  and  contracting 
agencies  planned  for  the  next  fiscal 
year,  (B)  procedures  for  reducing  any 
excess  inventories  of  donated  foods 
among  processors  in  accordance  with 
paragraph  (o)  of  this  section,  and  (C)  the 
methods  by  which  the  distributing 
agency  will  maintain  equitable 
distribution  of  end  products  containing 
donated  foods  to  recipient  agencies 
eligible  to  receive  such  foods,  in 
accordance  with  S  250.6(h)  of  this  part. 


(iv)  If  the  distributing  agency  is  not 
also  the  administering  State  agency  for 
child  nutrition  programs,  the  maimer  in 
which  the  distributing  agency  will 
cooperate  with  the  administering  State 
agency  in  accordance  with  paragraph 
(q)  of  this  section. 

(2)  Distributing  agencies  may  submit 
for  approval  a  revised  processing  State 
Plan  of  Operations  for  Processing  or 
amendments  thereto  at  any  time. 

(c)  Permissible  contractual 
arrangements.  (1)  A  distributing  agency, 
subdistributing  agency,  or  recipient 
agency  may  contract  for  processing,  pay 
the  processing  gee,  and  deliver  the  end 
products  to  eligible  agencies  through  its 
own  distribution  system.  (2)  A 
distributing  agency  or  subdistributing 
agency  may  contract  for  processing  on 
behalf  of  one  or  more  recipient  agencies. 
All  recipient  agencies  eligible  to  receive 
the  donated  foods  to  be  processed  may 
participate  in  such  a  processing  contract 
by  virtue  of  the  distributing  agency/ 
recipient  agency  agreement  required  by 
S  250.6(b)  of  this  part.  Under  this 
arrangement  processors  (i)  shall  be 
required  to  utilize  a  refund  system  when 
they  arrange  for  end  products  to  be  sold 
indirectly  to  recipient  agencies  through  a 
distributor  unless  another  system  is 
permitted  in  accordance  with  paragraph 
(f)  of  this  section,  (ii)  may,  with  the 
approval  of  the  distributing  agency, 
utilize  either  a  discount  or  a  refund 
system  when  they  sell  end  products 
directly  to  recipient  agencies  or  (iii) 
distributing  agency  may  also  allow,  with 
written  concurrence  from  the  FNSRO, 
any  other  system  that  can  demonstrate 
and  insure  proper  accountability.  (3)  A 
subdistributing  agency  or  recipient 
agency  may  also  enter  into  processing 
contracts  with  a  processor  under 
arrangements  similar  to  those  described 
in  paragraph  (c)  (1)  or  (2)  of  this  section, 
provided  that  the  contract  has  been 
approved  by  the  distributing  agency  in 
accordance  with  paragraph  (m)  of  Ais 
section. 

(d)  Requirements  for  processing 
contract.  (1)  Contracts  with  processors 
shall  be  in  a  standard  written  form 
approved  by  FNSRO  and  shall  terminate 
no  later  than  one  year  after  they  have 
been  approved.  However,  contracts  may 
be  renewed  for  additional  periods  of  not 
more  than  one  year  by  mutual 
agreement  of  all  parties  and  upon 
written  approval  by  the  distributing 
agency,  provided  that  contract 
performance  has  been  satisfactory.  (2) 
Standard  form  contracts  shall  be 
prepared  or  reviewed  by  the  appropriate 
State  legal  staff  to  assure  conformity 
with  the  requirements  of  these 
regulations  and  of  applicable  Federal, 


State  and  local  laws.  (3)  The  contract 
shall  be  signed  by  the  owner,  a  partner, 
or  a  corporate  officer  duly  authorized  to 
sign  the  contract,  as  follows: 

(i)  In  a  sole  proprietorship,  the  owner 
shall  sign  the  contract. 

(ii)  In  a  partnership,  a  partner  shall 
sign  the  contract. 

(iii)  In  a  corporation,  a  duly 
authorized  corporate  officer  shall  sign 
the  contract. 

(4)  As  a  minimum,  each  processing 
contract  shall  include: 

(i)  The  names  and  telephone  numbers 
of  the  contracting  agency  and  processor. 

(ii)  A  description  of  each  end  product 
to  be  processed,  the  quantity  of  each 
donated  food  and  any  other  ingredient 
which  is  needed  to  yield  a  specific 
number  of  each  end  product,  except  that 
distributing,  subdistributing  or  recipient 
agencies  may  permit  processors  to 
specify  the  total  quantity  of  any 
flavorings  or  seasonings  which  may  be 
used  without  identifying  the  ingredients 
which  are,  or  may  be,  components  of 
seasonings  or  flavorings. 

(iii)  The  contract  value  per  pound  of 
each  donated  food  to  be  processed  and, 
where  processing  is  to  be  performed 
only  on  a  fee-for-service  basis,  the 
processing  fee  to  the  contracting'agency 
for  a  specified  niunber,  weight  or 
measure  of  the  end  products  to  be 
delivered. 

(iv)  A  provision  for  (A)  termination  of 
the  contract  upon  diirty  days’  written 
notice  by  the  contracting  agency  or  the 
processor  and  (B)  immediate 
termination  of  the  contract  when  there 
has  been  noncompliance  with  its  terms 
and  conditions  by  the  contracting 
agency  or  the  processor. 

(v)  In  the  event  of  contract 
termination,  a  provision  for  disposition 
of  donated  foods  and  end  products  in 
processor's  inventories  or  payment  of 
funds  in  accordance  with  paragraph  (k) 
of  this  section. 

(vi)  A  provision  for  inspection  and 
certification  during  processing,  where 
applicable,  by  the  appropriate 
acceptance  service  in  accordance  with 
paragraphs  (h)  and  (i)  of  this  section. 

(vii)  A  provision  that  end  products 
containing  donated  foods  that  are  not 
substitutable  under  paragraph  (q)  of  this 
section  shall  be  delivered  only  to 
recipient  agencies  eligible  to  receive 
such  foods. 

(viii)  Provisions  that  the  processor 
shall: 

(A)  fully  account  for  all  donated  foods 
delivered  into  its  possession  by 
production  and  delivery  to  the 
contracting  agency  or  eligible  recipient 
agencies  of  an  appropriate  number  of 
units  of  end  products  meeting  the 
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contract  specifications,  and  where  end 
products  are  sold  through  a  distributor, 
that  the  processor  remains  fully 
accountable  for  the  donated  foods  imtil 
refunds  or  any  other  credits  equal  to 
their  contracted  value  have  been  made 
to  eligible  recipient  agencies  in 
acco^ance  with  paragraph  (1)  of  this 
section; 

(B)  furnish  to  the  contracting  agency 
prior  to  the  delivery  of  any  donated 
foods  for  processing  any  such  document 
or  assurance  as  is  required  by  the 
contracting  agency  to  protect  itself  from 
liability  for  the  donated  foods.  The 
contracting  agency  may  require  a 
performance  supply  and  surety  bond,  an 
irrevocable  letter  of  credit  payable  in  an 
amount  acceptable  to  the  distributing 
agency,  an  escrow  account  in  an  amount 
acceptable  to  the  distributing  agency,  or 
any  other  means  of  protecting  itself 
since  the  distributing  (contracting] 
agency  is  held  liable  by  FNS  for  any 
donated  foods  provided  to  a  processor. 

(C)  use  or  dispose  of  the  containers  in 
which  donated  foods  are  received  firom 
the  Department  in  accordance  with  the 
instructions  of  the  contracting  agency; 

(D)  apply  as  a  credit  against  the 
processing  fee  or  return  to  the 
contracting  agency  (1)  any  funds 
received  from  the  sale  of  containers,  and 
[2]  the  market  value  or  the  price 
received  from  the  sale  of  any  by¬ 
products  of  donated  foods  or 
commercial  foods  which  have  been 
substituted  for  donated  foods; 

(E)  substitute  donated  foods  with 
commercially  purchased  foods  only  in 
accordance  with  paragraph  (g)  of  this 
section; 

(F)  meet  the  requirements  of 
paragraph  (j)  of  this  section  for  labeling 
end  products; 

(G)  maintain  accurate  and  complete 
recoils  pertaining  to  the  receipt, 
disposal,  and  inventory  of  donated 
foods  in  accordance  with  S  250.6(r)  of 
this  part;  and 

(H)  submit  processing  performance 
reports  in  accordance  with  paragraph 
(n)  of  this  section. 

(ix)  A  provision  that  approval  of  the 
contract  by  the  distributing  agency  shall 
not  obligate  that  agency  or  the 
Department  to  deliver  donated  foods  for 
processing. 

(5)  The  processor  shall  not  assign  the 
processing  contract  or  delegate  any 
aspect  of  processing  under  a 
subcontract  or  other  arrangement 
without  the  written  consent  of  the 
contracting  agency  and  the  distributing 
agency. 

(e)  End  products  sold  by  processors. 
When  recipient  agencies  will  pay  the 
processor  for  end  products,  the  contract 
'  shall  include  (1)  the  processor's 


established  wholesale  price  schedule  for 
quantity  purchases  of  specified  units  of 
end  products,  (2)  an  assurance  that  the 
price  of  each  unit  of  end  product 
purchased  by  eligible  recipient  agencies 
shall  be  discounted  by  the  stated 
contract  value  of  the  donated  foods 
contained  therein,  or  a  refund  equal  to 
such  value  made  upon  proof  of  purchase 
by  an  eligible  recipient  agency  and  (3)  a 
provision  that  the  distributing  agency 
shall  give  the  processor  a  list  of  all 
recipient  agencies  eligible  to  purchase 
end  products  under  the  contract. 

(f)  End  products  sold  by  distributors. 
When  a  processor  transfers  end 
products  to  one  or  more  distributors  for  . 
sale  and  delivery  to  recipient  agencies, 
such  sales  shall  be  under  a  refund 
system.  The  processor  shall  make  refund 
payments  to  such  agencies  in 
accordance  with  paragraph  (1)  of  this 
section.  A  distributing  agency  may 
permit  the  use  of  any  other  system  that 
can  demonstrate  and  ensure  proper 
accountability,  with  written  concurrence 
fr^m  the  FNSRO,  for  end  products  sold 
by  distributors. 

(g)  Substitution  of  donated  foods  with 
commercial  foods.  The  processing 
contract  may  provide  that  the  processor 
may  substitute  for  donated  foods  a  like 
quantity  of  the  same  foods  of  equal  or 
better  quality.  If  such  a  provision  is 
included,  the  contract  shall  stipulate 
that  (1)  only  butter,  cheese,  corn  grits, 
com  meal,  flour,  macaroni,  nonfat  dry 
milk,  peanut  butter,  peanut  granules, 
roasted  peanuts,  rice,  rolled  oats,  rolled 
wheat,  shortening,  soybean  oil, 
spaghetti,  and  such  other  foods  as  FNS 
specifically  approves  may  be  substituted 
and  (2)  all  components  of  commercial 
foods  substituted  for  those  donated  must 
be  of  domestic  origin  and  be  identical  or 
superior  in  every  particular  of  the 
donated-food  specification  as  evidenced 
by  certification  performed  by,  or 
acceptable  to.  the  applicable  Federal 
acceptance  service.  When  there  is 
substitution  in  accordance  with  this 
paragraph  the  donated  foods  may  be 
utilized  by  the  processor  in  his  own 
commercial  product  but  shall  not 
otherwise  be  sold  or  disposed  of  in 
commercial  channels.  The  State 
distributing  agency  may  approve  written 
requests  by  processors  for  additional 
substitution  of  donated  foods,  with  the 
exception  of  meat  or  poultry  items.  The 
processor  must  demonstrate  and  ensure 
in  the  written  request  that  the 
commercial  foods  substituted  are  of 
equal  or  superior  quality  to  the  donated 
foods  supplied  and  are  of  domestic 
origin.  Such  documentation  must  be 
maintained  by  both  parties  in 
accordance  with  Section  250.6(r).  Upon 


approval  by  the  distributing  agency, 
copies  of  processor  requests  for 
additional  substitution  of  commodities 
shall  be  forwarded  to  die  regional  office. 
The  applicable  Federal  acceptance 
service,  shall,  upon  request  determine  if 
the  quality  analysis  meets  the 
requirement  set  forth  by  the  Agricultural 
Stabilization  and  Conservation  Services 
(ASCS)  in  the  original  inspection  of 
donated  foods,  and  when  donated 
commodities  are  non-substitutable. 
insure  against  unauthorized 
substitutions,  and  verify  that  quantities 
of  donated  foods  utiliz^  are  as 
specified  in  the  contract 

(h)  Meat  and  poultry  inspection 
programs.  When  donated  meat  or 
poidtry  products  are  processed  or  «idien 
any  commercial  meat  or  poultry 
products  are  incorporated  into  an  end 
product  containing  one  or  more  donated 
foods,  all  of  the  processing  riiall  be 
performed  in  plants  under  continuous 
Federal  meat  or  poultry  inspection,  or 
continuous  State  meat  or  p^tiy 
inspection  in  States  certified  to  have 
programs  at  least  equal  to  die  Federal 
inspection  program.  If  the  value  of  the 
donated  meat  or  poultry  items  to  be 
processed  under  any  contract  at  any  one 
time  is  $10,000  or  more,  the  processing 
must  be  performed  under  Food  Safety 
and  Quality  Service  (FSQS)  acceptance 
service  grading.  Under  no  drcumstances 
shall  the  processor  set  up  processing 
runs  for  die  purpose  of  circumventing 
this  requirement.  The  cost  of  this  service 
shall  be  borne  by  the  processor.  In  the 
event  that  an  FSQS  inspector  is  not 
available  or  that  a  school  food  audiority 
needs  product  produced  on  short  nodoe. 
the  State  distributing  agency  may 
provide  the  processor  with  written 
authority  to  defer  FSQS  acceptance 
service  for  the  specific  instance.  The 
processor  shall  retain  all  such 
distributing  agency  notices  on  file  as 
part  of  its  production  records. 

(i)  Certification  by  acceptance 
service.  (1)  When  donated  foods  (other 
than  meat  and  poultry)  that  are  not 
substitutable  under  paragraph  (g)  of  diis 
section  are  process^  all  processing 
activities  shall  be  subject  to  review  and 
audit  by  the  Department,  including  the 
applicable  Federal  acceptance  service. 
The  contracting  agency  may  also  require 
acceptance  and  certification  by  sudi 
acceptance  service.  (2)  Contracting 
agencies  may  require  that  end  products 
processed  from  substitutable  dbnated 
foods  shall  also  be  subject  to  such 
acceptance  and  certificatirm.  In  tiie  case 
of  substitutable  donated  foods,  the 
contracting  agency  requiring  Federal 
acceptance  service  should  consider  the 
dollar  value  of  the  donated  foods 
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delivered  to  the  processor.  (3)  When 
contracting  agencies  require 
certification  in  accordance  with 
paragraphs  (i](l)  or  (2]  of  this  section, 
the  degree  of  acceptance  and 
certiflcation  necessary  under  the 
processing  contract  shall  be  determined 
by  the  appropriate  Federal  acceptance 
service  after  consultation  with  the 
distributing  agency  concerning  the  type 
and  value  of  the  donated  foods  and 
anticipated  volume  of  end  products  to 
be  processed.  The  cost  of  this  service 
shall  also  be  borne  by  the  processor. 

(j)  Labeling  end  products.  (1)  Except 
when  end  products  contain  donated 
foods  that  are  substitutable  under 
paragraph  (g)  of  this  section,  the  exterior 
shipping  containers  of  end  products  and, 
where  practicable,  the  individual 
wrappings  or  containers  of  end 
products,  shall  be  clearly  labeled 
"Contains  Commodities  Donated  by  the 
United  States  Department  of 
Agricultme.  This  Product  Shall  Be  Sold 
Only  to  Eligible  Recipient  Agencies."  (2) 
Labels  on  all  end  products  shall  meet 
applicable  Federal  labeling 
requirements.  (3)  When  a  processor 
makes  any  claim  with  regard  to  an  end 
product’s  contribution  toward  meal 
requirements  of  any  child  nutrition 
program,  the  processor  shall  follow 
procedures  established  by  FNS,  the 
Food  Safety  and  Quality  Service  of  the 
Department,  or  the  National  Marine 
Fisheries  Service  of  the  U.S.  Department 
of  Commerce  or  other  applicable 
Federal  agencies  for  approval  of  such 
labels. 

(k)  Termination  of  processing 
contracts.  (1)  When  contracts  are 
terminated  (i)  at  the  request  of  a 
processor,  where  there  has  been  no  fault 
or  negligence  on  the  part  of  the 
contracting  agency,  or  (ii)  at  the 
contracting  agency's  request,  where 
there  has  been  noncompliance  on  the 
part  of  the  processor  with  the  terms  or 
conditions  of  the  contract,  or  if  any  right 
thereunder  in  favor  of  the  contracting 
agency  is  threatened  or  jeopardized  by 
the  processor,  the  processor  shall  at  the 
option  of  the  contracting  agency  and 
FNS: 

(A)  when  feasible  and  with  the 
concurrence  of  any  affected  distributing 
agency(ies),  transfer  all  donated  food 
inventories  to  other  distributing 
agency(ies)  with  which  the  processor 
has  contracted; 

(B)  return  ail  donated  foods 
unaccounted  for  or  replace  them  with  a 
like  quantity  of  the  same  foods  of  equal 
or  better  quality  as  certified  in 
accordance  wdth  paragraph  {g)(2)  of  this 
section  and  return  8U(^  purdiased  foods 
at  the  processor's  expense  to  a 


destination  designated  by  the 
distributing  agency;  or 

(C)  pay  the  distributing  agency  an 
amoimt  equal  to  the  Department's  cost, 
based  on  the  most  recent  data  provided 
by  the  Department,  as  of  the  date  of 
termination,  of  replacing  the  foods 
which  cannot  be  returned  to  the 
distributing  agency. 

(2)  When  contracts  are  terminated  at 
a  contracting  agency’s  request,  where 
there  has  been  no  fault  or  negligence  on 
the  part  of  the  processor,  the  processor 
shall: 

(i)  if  the  donated  foods  remaining  in 
inventory  are  non-substitutable,  return 
foods  to  the  contracting  agency  unless 
other  arrangements  are  specifically 
approved  by  the  State  distributing 
agency; 

(ii)  when  feasible  and  with  the 
concurrence  of  any  affected  distributing 
agency(ies),  transfer  all  substitutable 
donated  food  inventories  to  other 
distributing  agency(ies}  writh  which  the 
processor  has  contracts; 

(iii)  return  the  substitutable  donated 
foods  unaccounted  for  or  replace  with  a 
like  quantity  of  the  same  foods  of  equal 
or  better  quality  as  certified  in 
accordance  wridi  paragraph  (g)(2]  of  this 
section  and  return  such  purchased  foods 
to  a  destination  designated  by  the 
distributing  agency,  with  transportation 
charges  for  such  shipments  borne  by  the 
contracting  agency;  or 

(iv)  pay  the  distributing  agency  an 
amount  equal  to  the  Department's  cost 
based  on  the  most  recent  data  provided 
by  the  Depeulment,  as  of  the  date  of 
termination,  of  replacing  the  foods 
which  cannot  be  returned  to  the 
distributing  ageny  or,  with  FNS 
approval,  pay  the  distributing  agency  an 
amount  equal  to  the  stated  contract 
value  of  donated  foods  in  the 
processor’s  inventory. 

(3)  Funds  received  by  distributing 
agencies  upon  termination  of  contracts 
shall,  at  the  option  of  FNS,  be  (i)  used  to 
replace  the  donated  foods  in  kind,  (ii) 
used  by  the  distributing  agency  in 
accordance  with  §  250.6(k)  of  Uiis  part, 
or  (iii)  paid  to  the  Department. 

(1)  Refund  payments.  (1)  When  end 
products  are  sold  to  recipient  agencies 
in  accordance  with  the  refund 
provisions  of  paragraphs  (e)  or  (f)  of  this 
section,  the  contracting  agency  shall 
encourage  each  recipient  agency  to 
submit  refund  applications  promptly.  In 
no  event  shall  such  applications  be 
submitted  later  than  90  days  after  the 
close  of  (i)  the  school  year  to  which  they 
pertain  by  schools  or'(ii)  the  fiscal  year 
to  which  they  pertain  by  other  recipient 
agencies.  (2)  llie  distributing  agency 
shall  review  each  application  to  verify 
that  the  recipient  agency  is  an  eligible 


purchaser  and  forward  the  application 
to  the  processor  within  a  reasonable 
length  of  time.  (3)  Not  later  than  30  days 
after  receipt  of  the  application  by  the 
processor,  the  processor  shall  make  a 
payment  to  the  recipient  agency  equal  to 
the  stated  contract  value  of  the  donated 
foods  contained  in  the  purchased  end 
products  covered  by  the  application. 

{m\  Contract  approval.  Distributing 
agencies  shall  review  and  approve 
processing  contracts  entered  into  by 
subdistributing  and  recipient  agencies 
prior  to  the  delivery  of  commodities  for 
processing  under  such  contracts.  The 
distributing  agency  which  enters  into  or 
approves  a  processing  contract  shall 
provide  a  copy  of  the  contract  and  of 
these  regulations  to  the  processor, 
forward  a  copy  to  the  appropriate 
FNSRO,  and  retain  a  copy  for  its  files. 

(n)  Performance  reports.  (1) 

Processors  shall  be  required  to  submit  to 
distributing  agencies  monthly  reports  of 
performance  under  each  processing 
contract.  Performance  reports  shall  be 
received  no  later  than  the  final  day  of 
the  month  following  the  reporting 
period.  The  report  shall  include: 

(1)  A  list  of  all  recipient  agencies 
purchasing  end  products  under  the 
contract  and  the  number  of  units  of  end 
products  delivered  to  each  during  the 
reporting  period; 

(ii)  Donated-food  inventory  at  the 
beginning  of  the  reporting  period; 

(iii)  Amount  of  donated  foods 
received  during  the  reporting  period; 

(iv)  Number  of  units  of  approved  end 
products  delivered  to  eligible  recipient 
agencies  during  the  reporting  period  and 
the  number  of  pounds  of  each  donated 
food  represented  by  these  delivered  end 
products; 

(v)  Donated-food  inventory  at  the  end 
of  the  reporting  period. 

(2)  Distributing  agencies  shall  review 
and  analyze  reports  submitted  by 
processors  to  insure  that  performance 
under  each  contract  is  in  accordance 
with  the  provisions  set  forth  in  this 
section. 

(o)  Inventory  controls.  Distributing 
agencies  shall  monitor  inventories  to 
ensure  that  the  quantity  of  donated 
foods  for  which  a  processor  is 
accountable  is  the  lowest  cost-efficient 
level  but  in  no  event  more  than  a  six- 
month  supply  based  on  the  processor’s 
average  monthly  usage,  unless  a  higher 
level  has  been  specifically  approved  by 
the  distributing  agency  on  the  basis  of  a 
written  justification  submitted  by  the 
processor.  Under  no  circumstances 
should  the  amount  of  food  ordered  by 
the  contracting  agency  be  in  excess  of 
anticipated  usage  or  beyond  the 
processor’s  ability  to  accept  and  st<^ 
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the  food  at  any  one  time.  Distributing 
agencies  shall  make  no  further 
distribution  to  processors  whose 
inventories  exceed  these  limits. 

(p)  Processing  inventory  reports. 
Distributing  agencies  ihall  submit  to  the 
FNS  Regional  Office  not  later  than  60 
days  following  the  close  of  each  Federal 
fiscal  quarter  a  report  showing 
separately  for  each  processor  under 
agreement  with  contracting  agencies 
within  the  State: 

(1)  the  donated-food  inventory  at  the 
beginning  of  the  previous  quarter; 

(2)  amounts  of  donated  foods  received 
during  the  quarter, 

(3)  amounts  of  donated  foods  used 
during  the  quarter;  and 

(4)  inventory  at  the  close  of  the 
quarter. 

(q)  Cooperation  with  administering 
agencies  for  child  nutrition  programs.  If 
the  distributing  agency  which  enters  into 
or  approves  contracts  for  end  products 
to  be  used  in  a  child  nutrition  program 
does  not  also  administer  such  program, 
it  shall  collaborate  with  the 
administering  agency  by  (1)  giving  that 
agency  an  opportunity  to  review  all  such 
contracts  to  determine  whether  end 
products  to  be  provided  contribute  to 
required  nutritional  standards  for 
reimbursement  under  the  applicable 
regulations  for  such  program  [7  CFR 
Parts  210,  220,  225,  and  226)  or  are 
otherwise  suitable  for  use  in  such 


program;  (2)  consult  with  that  agency 
with  regard  to  the  labeling  requirements 
for  the  end  products;  and  (3)  otherwise 
request  technical  assistance  as  needed 
from  that  agency. 

(r)  FNS  Regional  Office  review  of 
contracts  and  inventory  reports.  The 
FNS  Regional  Office  shall  (1)  review  all 
processing  contracts  and  provide 
guidance,  including  written 
recommendations  for  termination,  where 
necessary,  to  distributing  agencies 
concerning  any  contracts  which  do  not 
meet  the  requirements  of  this  section,  (2) 
allow  distributing  agencies  30  days  to 
respond  to  any  recommendation 
concerning  contracts  not  meeting  the 
requirements  of  this  section,  (3)  review 
and  analyze  the  processing  inventory 
reports  required  by  paragraph  (p)  of  this 
section  to  insure  that  no  additional 
donated  foods  shall  be  distributed  to 
processors  with  excess  inventories,  and 
(4)  assist  distributing  agencies  in 
reducing  such  inventories. 

(s)  Availability  of  copies  of 
processing  contracts.  Contracts  entered 
into  in  accordance  with  this  section  are 
public  records  and  FNS  will  provide 
copies  of  such  contracts  to  any  person 
upon  request.  The  FNS  Regional  Office 
shall  retain  copies  of  processing 
contracts  submitted  by  distributing 
agencies  for  a  period  of  three  years  from 
the  close  of  the  fiscal  year  to  which  they 
pertain. 


(t)  Processing  activity  guidance. 
Distributing  agencies  shall  develop  and 
provide  a  processing  manual  or  similar 
procedural  material  for  guidance  to 
contracting  agencies,  recipient  agencies, 
and  processors.  The  manual  shall 
include,  at  a  minimum,  a  copy  of  the 
standard  form  contract(s)  and 
statements  of  the  distribuFon  agency's 
policies  and  procedures  on  (1)  contract 
approval,  (2)  monitoring  and  review  of 
processing  activities,  (3)  recordkeeping 
and  reporting  requirements,  (4) 
inventory  controls,  and  (5)  refund 
applications.  This  guidance  material 
shall  be  provided  to  processors  within 
60  days  of  annual  agreement  approval 
by  the  State  distributing  agency.  This 
material  will  also  be  provided  to 
recipient  agencies  and  contracting 
agencies  within  60  days  of  approval  of 
the  annual  agreement  to  receive  donated 
commodities  by  the  State  and 
distributing  agency. 

Note. — ^The  reporting  requirements 
contained  in  this  rule  have  been  submitted  to 
the  Office  of  Management  and  Budget  for 
approval  under  the  Federal  Reports  Act  of 
1942. 

Dated:  August  7, 1981. 

G.  William  Hoagland. 

Administrator. 
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